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y  Abstract 

The  Truth  in  Negotiations  Act  of  1962  was  created  to 
assure  that  the  government  obtains  a  fair  and  reasonable 
price  for  the  goods  and  services  it  purchases  by  requiring 
contractors,  in  certain  circumstances,  to  provide  current, 
accurate,  and  complete  cost  or  pricing  data  with  which  the 
government  can  establish  a  negotiation  position.  Failure  to 
comply  with  the  law  normally  constitutes  defective  pricing 
which  entitles  the  government  to  a  dollar  for  dollar 
reduction  in  the  contract  price  based  on  the  defective 
amount.  One  of  the  stipulations  of  the  law  is  that  the 
amount  determined  to  be  defective  must  have  caused  a 
significant  increase  in  the  contract  price  although  the  term 
"significant"  has  yet  to  be  clearly  defined.  ^ The  issue  of 
significance  in  defective  pricing  audits.^  the  subject  of 
this  research.  'The  objective  was  to  demonstrate  that 
significance  should  be  viewed  in  terms  of  the  value  of  the 
contract  action  being  audited  and  that  allegations  of  a  small 
dollar  value  should  not  be  Issued  because  they  detract  from 
the  overall  effectiveness  of  the  defective  pricing  program. 

To  substantiate  that,  manpower  costs  were  developed 
using  manhour  estimates  for  the  activities  involved  in  the 

process:  audit,  analysis  and  negotiation,  and  legal  review. 

"'7 

Th^  results  of  th« -stud^  showed  that  the  contract  value  of 
the  action  being  audited  impacted  the  eunount  of  time  it  took 


to  settle  a  case  and  that  the  value  of  the  allegation  itself 
had  little  to  do  with  the  processing  time. 

In  an  environment  of  limited  manpower  resources,  it  is 
important  to  make  effective  use  of  those  resources  by 
maximizing  the  potential  return  on  the  time  and  effort 
expended.  The  information  contained  in  this  study  will 
enable  a  contracting  officer  to  make  a  more  informed  decision 
about  whether  a  particular  defective  pricing  audit  should  be 
pursued .  ^ ^  -.c  ) 
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DEFECTIVE  PRICING:  AN  ANALYSIS  OF  FACTORS 
AFFECTING  THE  SIGNIFICANCE  ISSUE 

_I .  Introduction 

Twenty-six  years  after  its  passage^  Public  Law 
87-653,  the  Truth  in  Negotiations  Act  of  1962  (19),  continues 
to  generate  controversy  in  government  contracting.  The  law 
was  created  by  a  Congress  which  saw  defense  contractors  with 
an  unfair  advantage  during  negotiations  and  consequently 
netting  excess  profits.  The  law  requires  that  government 
contractors  furnish  cost  or  pricing  data  in  support  of 
noncompetitive  proposals  over  $100,000  and  certify  that,  at 
the  time  of  agreement  on  price,  the  data  are  current, 
accurate  and  complete.  The  law  was  created  to  "place  the 
government  on  an  equal  footing,  through  informational  parity, 
with  contractors"  (20:3)  in  an  effort  to  assure  that,  in  the 
absence  of  market  competition,  the  prices  the  government  pays 
for  goods  and  services  are  fair  and  reasonable.  Thus, 
whenever  a  contractor's  failure  to  comply  with  the  Act 
results  in  a  higher  negotiated  price,  the  government  is 
entitled  to  a  dollar  for  dollar  reduction  in  price.  This 
failure  to  comply  and  attendant  increased  price  is  called 
defective  pricing. 


Problem  Statement 


Notwithstanding  the  provisions  of  the  Act,  the  matter  of 
defective  pricing  was  largely  neglected  until  1981  when  DOD 
issued  its  first  policy  for  contract  audit  follow-up,  DOD 
Directive  5000.42.  That  policy  was  superseded  by  DOD 
Directive  7640.2  in  December  1982,  a  directive  which  has  been 
revised  twice  since  then,  the  most  recent  revision  having 
been  issued  in  February  1988  (see  Appendix  A) .  The  directive 
provides  guidance  for  contracting  officers  in  their  use  of 
contract  audit  reports.  It  also  requires  that  various  types 
of  audit  reports,  defective  pricing  audits  among  them,  be 
tracked  and  that  their  status  be  reported  semi-annually 
(6:4).  Today,  some  six  years  since  the  1982  directive  was 
issued,  despite  close  monitoring,  more  specific  guidance,  and 
increased  management  attention  at  the  highest  levels,  the 
issue  of  defective  pricing  remains  an  enigma.  Of  particular 
concern  is  the  length  of  time  it  takes  to  negotiate  a 
settlement  with  a  contractor. 

In  their  1984  study  of  the  defective  pricing  resolution 
process.  Brown  and  Ellis  recommended  several  administrative 
ways  to  improve  the  processing  time  for  defective  pricing 
audits  including: 

(1)  centralize  responsibility  for  the  entire  process 
into  one  office; 

(2)  adopt  more  realistic  milestones  for  completing 
various  phases  of  the  cycle;  and 

(3)  increase  management  attention  to  resolving 
defective  pricing  cases  [2:94-96]. 


At  that  time,  the  researchers  felt  the  processing  time 
could  be  reduced  to  225  days  if  their  recommendations  were 
implemented  (2:106).  Yet,  despite  the  implementation  of 
several  of  these  recommendations,  the  processing  time  has  not 
decreased  as  expected.  The  average  age  of  the  cases  closed 
during  FY  1987  was  507  days  (23),  only  18  days  less  than  in 
1984. 

Ostensibly,  there  are  other  factors  which  affect  the 
timely  processing  of  these  cases  as  is  evidenced  bv  the  fact 
that  there  has  not  been  a  marked  improvement  in  processing 
time  in  spite  of  various  initiatives  to  reverse  the  trend. 
This  study  will  focus  on  one  of  those  other  factors:  the 
significance  or  materiality  of  the  defective  pricing  audit 
report,  that  is,  whether  or  not  the  eunount  of  the  cost 
questioned  in  the  audit  report  represents  a  significant 
amount.  Given  the  lengthy  processing  times  and  limited 
resources,  the  issue  of  significance  with  regard  to  defective 
pricing  audit  reports  becomes  increasingly  important. 

Justification 

Whenever  contracting  by  negotiation  is  anticipated  for 

acquisitions  in  excess  of  $100,000,  defective  pricing  clauses 

are  written  into  the  pertinent  solicitations  and  contracts. 

The  basic  defective  pricing  clause  reads  as  follows: 

...If  any  price,  including  profit  or  fee,  negotiated  in 
connection  with  this  contract,  or  any  cost  reimbursable 
under  this  contract,  was  increased  by  any  significant 
amount  because  (1)  the  Contractor  or  a  subcontractor 
furnished  cost  or  pricing  data  that  were  not  complete, 
accurate,  and  current  as  certified  in  its  Certificate  of 


Current  Cost  or  Pricing  Data,  (2)  a  subcontractor  or 
prospective  subcontractor  furnished  the  Contractor  cost 
or  pricing  data  that  were  not  complete,  accurate,  and 
current  as  certified  in  the  Contractor's  Certificate  of 
Current  Cost  or  Pricing  Data,  or  (3)  any  of  these 
parties  furnished  data  of  any  description  that  were  not 
accurate,  the  price  or  cost  shall  be  reduced  accordingly 
and  the  contract  shall  be  modified  to  reflect  the 
reduction ...[ 7 ; Part  52.215-22]. 

In  recent  years  much  attention  has  been  given  to  the 
defective  pricing  issue  in  the  context  of  what  (precisely) 
constitute  cost  or  pricing  data.  At  issue  are  such  things  as 
whether  or  not  executive  memos  and  computer  products  are  cost 
or  pricing  data,  and  differences  of  opinion  among  the  DCAA, 
the  contractor,  and  the  contracting  officer  are  not  uncommon. 
Another  issue  which  has  contributed  to  the  lesser  emphasis  on 
significance  is  that  of  the  criminalization  of  the  defective 
pricing  process.  For  about  20  years  after  the  passage  of  the 
Truth  in  Negotiations  Act,  defective  pricing  was  a  relatively 
dormant  issue  (18).  Then,  in  the  "'id-1980s,  fueled  by 
allegations  of  rampant  overpricing  and  misconduct  in 
government  contracting,  interest  in  defective  pricing  was 
renewed  as  it  provided  a  means  by  which  the  government  could 
recoup  monies  from  contractors.  However,  there  is  a  distinct 
difference  between  what  it  means  to  allege  defective  pricing 
nowadays  and  what  it  meant  prior  to  the  recent  publicity 
about  contracting  ills.  Previously,  implicit  in  the 
allegation  was  the  idea  that  the  defective  pricing  resulted 
from  mismanagement  or  carelessness  on  the  part  of  the 
contractor,  while  more  recently  it  has  been  viewed  as  an 
indication  of  willful  intent  to  defraud  the  government.  Both 
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the  question  of  what  constitute  cost  or  pricing  data  and  the 
criminalization  issue  are  controversial  enough  that  the 
parties  involved  will  probably  agree  to  disagree  for  some 
time  to  come.  As  a  result,  the  prerequisite  that  the 
defective  data  caused  a  significant  increase  in  the  contract 
price,  though  not  forgotten  entirely,  has  been  relegated  to  a 
minor  role  in  the  defective  pricing  discussions. 

Of  particular  interest  to  this  study  is  this  issue  of 
significance  or  materiality.  The  law,  as  originally  written 
and  as  recently  revised,  clearly  states  that  the  defective 
data  must  have  caused  a  significant  increase  in  the  contract 
price.  While  the  post  award  audit  process  (of  which  the 
defective  pricing  audit  is  a  part)  is  a  necessary  oversight 
function  designed  to  ensure  the  integrity  of  the  acquisition 
process,  it  appears  that  the  intent  of  the  law  as  it  relates 
to  materiality  is  sometimes  lost.  Indeed,  even  the  courts 
have  had  difficulty  with  the  matter.  In  the  past,  they  have 
interpreted  "the  term  'significant'  so  broadly  as  to  render 
it  practically  meaningless.  Data  has  been  found  to  be 
significant  if  it  would  have  any  effect  on  price.  It  should 
also  be  noted,  however,  that  inherent  in  all  of  the  [rulings] 
is  that  some  administrative  discretion  should  be  used  in 
determining  which  [defective  pricing]  claims  should  be 
pursued  and  which  should  not"  (1).  Clearly,  the  term 
"significant"  is  a  term  which  in  the  context  of  defective 
pricing  defies  precise  definition.  The  determination  as  to 
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significance  then  becomes  a  matter  for  the  contracting 
officer  to  decide  on  a  case-by-case  basis.  Despite  the 
difficulty  which  it  would  no  doubt  entail,  there  should  be 
some  guidance  regarding  the  issue  of  significance.  This 
guidance  would  take  into  account  the  value  of  the  contract 
being  audited,  the  value  of  the  audit  allegation,  and  the 
manpower  costs  associated  with  resolving  defective  pricing 
cases.  Such  guidelines  would  ensure  a  balanced  perspective 
between  the  allegation  and  the  cost  to  the  government  to 
pursue  the  allegation.  In  that  way,  the  contracting  officer, 
when  faced  with  a  defective  pricing  decision,  could  weigh  the 
merits  of  the  case  in  light  of  the  guidance  provided  and 
decide  whether  or  not  to  pursue  the  case  further. 

Research  Objectives 

The  primary  objective  of  this  research  is  to  provide  the 
contracting  officer  with  some  guidelines  with  which  to  make 
decisions  regarding  the  significance  of  certain  defective 
pricing  cases  in  light  of  the  value  of  the  contract  and  the 
manpower  costs  associated  with  auditing  and  settling 
defective  pricing  cases.  In  many  cases,  there  is  no  question 
as  to  the  merits  of  pursuing  a  defective  pricing  case. 
However,  in  those  instances  where  the  contracting  officer  may 
question  the  cost  benefit  of  pursuing  a  case,  especially  if 
it  is  of  a  small  dollar  value,  the  information  contained  in 
this  study  will  give  the  contracting  officer  the  basis  for 
making  a  more  informed  decision. 
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A  second  objective  is  to  increase  the  awareness  of 
government  contracting  personnel  regarding  the  complexity  of 
the  defective  pricing  issue  and  to  enhance  their 
understanding  of  the  roles  and  responsibilities  of  the 
Defense  Contract  Audit  Agency  (DCAA)/  a  subject  which  will  be 
addressed  in  the  literature  review. 

Scope 

Since  Air  Force  Systems  Command  (AFSC)  and  Air  Force 
Logistics  Command  (AFLC)  together  are  responsible  for 
obligating  over  80  percent  of  the  Air  Force's  contracting 
dollars  (9:2),  it  stands  to  reason  that  they  would  also  have 
a  majority  of  the  defective  pricing  cases.  In  fact,  as  of 
30  September  1987,  over  97  percent  of  the  active  defective 
pricing  cases  in  the  Air  Force  were  within  those  two  consnands 
(10).  In  addition,  roughly  one-half  of  the  cases  involved 
Aeronautical  Systems  Division  (ASD)  contracts  (8).  Since  all 
of  the  commands  are  governed  by  the  seune  procedures  for 
handling  defective  pricing  audits  (outlined  in  DOD  Directive 
7640.2),  a  detailed  analysis  of  the  ASD  cases  should  provide 
insight  into  the  problems  associated  with  defective  pricing 
processing.  Therefore,  the  data  for  this  study  were  limited 
to  ASD  cases  as  they  were  expected  to  reflect  the  Air  Force 
situation  in  general. 

Initially,  the  review  was  to  have  covered  both  open  and 
closed  cases.  However,  due  to  the  potential  sensitivity  of 
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the  open  cases  and  the  possibility  of  litigation,  the  scope 
of  this  study  was  confined  to  cases  closed  (or  completed) 
during  FY  1987.  As  with  the  open  cases,  ASD's  closure  rate 
as  of  30  September  1987  was  about  43  percent  of  the  Air  Force 
total  (8)  which  serves  to  support  the  position  that  an 
analysis  of  ASD  cases  will  be  representative  of  the  Air  Force 
as  a  whole. 

Literature  Review 

In  order  to  appreciate  the  magnitude  of  the  defective 
pricing  issue,  it  is  important  to  understand  what  defective 
pricing  is.  This  section  will  trace  the  history  of  the  Truth 
in  Negotiations  Act,  Public  Law  87-653,  and  its  effect  on  OOD 
policy.  The  issue  of  accountability  as  it  relates  to 
defective  pricing  will  also  be  addressed.  It  is  also 
necessary  to  establish  a  frame  of  reference  with  regard  to 
the  nature  of  the  relationship  between  the  DCAA  and  the 
contracting  community,  particularly  the  contracting  officer. 
This  final  portion  of  the  literature  review  is  considered 
essential  to  explain  the  role  of  the  DCAA  in  the  acquisition 
process  as  well  as  to  provide  some  insight  into  the 
perceptions  which  the  two  activities  have  of  each  other. 

Historical  Perspective.  The  Truth  in  Negotiations  Act 
grew  out  of  a  concern  in  the  19508,  supported  by  General 
Accounting  Office  (GAO)  audits,  that  defense  contractors  were 
realizing  excess  profits  on  government  contracts  due  in  large 
part  to  the  fact  that,  in  the  absence  of  competition,  the 
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government  was  compelled  to  rely  on  whatever  cost  data  the 
contractor  chose  to  furnish.  The  GAO  found  that  contractors 
were  not  disclosing  cost  information  relevant  to  the 
negotiation/  the  effect  of  the  nondisclosure  being  that  the 
government  paid  a  higher  price  than  it  would  have  had  the 
nondisclosed  cost  data  been  revealed  (4:Part  I).  Public  Law 
87-653  was  an  attempt  by  Congress  to  assure  that  in  the 
absence  of  competition/  both  parties  to  a  negotiation  were 
equally  informed  on  matters  of  cost.  The  law  applies  to  all 
contracts  in  excess  of  $100/000  with  the  exception  of 
contracts  whose  price  is  based  on  (1)  adequate  competition; 
(2)  an  established  catalog  or  market  price;  or  (3)  a  price 
set  by  law  or  regulation.  Under  the  provisions  of  the  law, 
when  defective  pricing  is  found/  the  government  is  entitled 
to  a  reduction  in  the  contract  price.  However/  the  courts 
(the  Armed  Services  Board  of  Contract  Appeals  and  the  Court 
of  Claims)  have  stated  that  in  order  to  effect  a  price 
reduction/  the  government  must  demonstrate  that  it  relied  on 
the  defective  data.  Proving  that  the  data  were  defective,  in 
and  of  itself/  does  not  warrant  a  price  reduction. 
Nonetheless/  in  the  absence  of  evidence  to  the  contrary,  the 
courts  have  generally  maintained  that  "the  'natural  and 
probable  consequence '  of  nondisclosure  is  an  increase  in  the 
contract  price  and  thus,  to  prove  otherwise  is  the 
responsibility  of  the  contractor"  (4tPart  I). 

Much  of  what  has  been  written  on  defective  pricing  is 
descriptive  in  nature  rather  than  analytical.  For  the  most 
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part,  the  literature  has  a  legal  bent,  that  is,  the 
researchers  use  case  law  to  describe  and  support  a  point  of 
view.  Given  the  ad^stract  terms  commonly  associated  with  this 
area:  cost  or  pricing  data,  disclosure,  and  reliance,  that 

tendency  is  understandable.  Solimine,  for  example  cited 
several  court  decisions  to  show  that  the  burden  of  proof  in  a 
defective  pricing  claim  is  on  the  government  to  show: 

(1)  that  certain  data  reasonably  available  to  the 
contractor  were  not  disclosed  to  the  government: 

(2)  that  the  undisclosed  data  were  cost  or  pricing 
data ; 

(3)  that  the  government  relied  on  non-current, 
inaccurate,  or  incomplete  data  in  developing  its 
position  and  negotiating  a  price;  and 

(4)  that  these  factors  caused  an  increase  in  the  price 
to  the  government  C4:App  IV]. 

While  legal  precedent  is  extremely  important  in  that  it 
has  shaped  much  of  the  DOD  policy  in  the  area,  the  concern 
here  is  more  with  how  defective  pricing  is  currently  being 
dealt  with  by  the  DOD  and  the  acquisition  comnunity. 

Current  Trends .  The  defense  acquisition  environment  of 
the  early  1980s  was  characterized  by  media  accounts  of  out- 
of-control  cost  overruns,  contractors  making  windfall  profits 
on  defense  procurements,  and  spare  parts  horror  stories.  As 
a  result,  the  public  demanded  more  accountability  by  those 
responsible.  The  Truth  in  Negotiations  Act  which  provides 
the  government  with  remedies  for  defective  pricing,  is  an 
integral  part  of  assuring  that  accountability  and  protecting 
the  government's  interests  in  the  marketplace.  Within  the 
DOD,  there  has  been  an  increased  focus  on,  and  awareness  of. 


the  importance  of  defective  pricing.  The  performance 
appraisals  of  acquisition  officials  are  now  annotated  to 
include  comments  regarding  the  individual's  "effectiveness  in 
resolving  and  dispositioning  audit  findings  and 
recommendations  in  a  timely  manner  while  fully  protecting  the 
Government's  interest"  (5:3;  6:2).  Another  change  brought  on 
by  the  increased  attention  to  defective  pricing  was  that  the 
contract  audit  arm  of  OOD,  the  DCAA,  experienced  a 
significant  increase  in  personnel.  From  1982  to  1986, 
auditor  authorizations  rose  from  3,748  to  6,061  (12:12). 
Consequently,  the  niomber  of  defective  pricing  audits 
increased  as  well.  In  1984,  for  example,  DCAA  conducted 
1,170  defective  pricing  reviews  and  returned  findings  on  32 
percent  of  them  while  in  1986,  the  Agency  completed  2,243 
audits  with  positive  findings  resulting  in  about  45  percent 
of  the  cases.  Even  more  significant  are  the  dollar  figures 
associated  with  those  findings.  In  1984,  the  DCAA 
recommended  price  adjustments  totalling  $112  million;  in 
1986,  the  figure  rose  to  $1,618  billion,  an  increase  of  1,344 
percent  (4:Part  1).  The  increase  in  defective  pricing  audits 
was  due  in  large  measure  to  the  efforts  of  the  Department  of 
Defense's  Office  of  the  Inspector  General  (D0D/I6)  which, 
since  its  formation  in  1982,  has  encouraged  the  DCAA  to 
increase  its  proporticxi  of  defective  pricing  cases  to  total 
workload.  As  a  result,  the  defective  pricing  audit  effort 
more  than  doubled  from  1984  to  1986  (4:Part  1). 
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The  tremendous  increase  in  defective  pricing  audits  has 
made  it  difficult  to  manage  the  contract  audit  follow-up 
process  and  has  prompted  the  Air  Force  to  comment  that  while 
defective  pricing  audits  are  necessary,  they  are  "generally 
quite  complex .. .and  are  extremely  time  consuming  for  the 
contracting  activity  involved .. .moreover  [they]  generally 
represent  an  attempt  to  treat  only  the  symptoms  of  an 
underlying  estimating  system  problem"  (13:8).  Consequently, 
the  Air  Force  recommended  more  reviews  of  contractor 
estimating  systems  and  less  defective  pricing  audits  (13:12). 
Clearly,  the  trend  has  been  toward  more  and  better 
accountability  by  both  the  government  and  the  defense 
industry. 

Establjghinq  a  Frame  of  Reference.  As  has  already  been 
mentioned,  it  is  important  to  understand  that  the  matter  of 
defective  pricing  is  a  sensitive  one.  For  many,  it  is  an 
unpleasant  aspect  of  the  acquisition  process,  because  along 
with  an  allegation  of  defective  pricing  comes  implications  of 
negligence  and  mismanagement  at  best,  and  deceit  and  fraud  at 
worst.  Undeniably,  there  is  some  degree  of  conflict  and 
disagreement  between  the  audit  and  contracting  communities 
regarding  defective  pricing  and  how  to  handle  it,  but  such 
disagreements  are  not  limited  to  defective  pricing.  Rather, 
these  two  activities,  auditing  euid  contracting,  often  do  not 
see  eye-to-eye  on  acquisition-related  issues.  In  order  to 
appreciate  the  impact  the  differing  points  of  view  have  on 
the  defective  pricing  issue,  it  is  necessary  to  understand 
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the  relationship  between  the  auditor  and  the  contracting 
officer. 

Much  of  the  information  available  on  this  subject 
consists  of  the  opinions  of  individuals  in  the  defense 
acquisition  conmunity  and  the  defense  industry.  Few  studies 
have  been  conducted  which  address  the  auditor/contracting 
officer  relationship.  Thus,  the  bulk  of  the  information  here 
comes  from  two  sources:  (1)  a  Department  of  the  Air  Force 
Report  on  the  DCAA  (13),  amd  (2)  a  graduate  thesis  by  David 
Van  Smith  on  contract  audit  follow-up  (22).  Although  the 
latter  study  was  con^leted  in  1983,  many  of  the  perceptions 
and  attitudes  evident  then  are  still  prevalent  today. 

However,  before  a  discussion  of  the  relationship  begins,  some 
background  information  about  the  DCAA  might  be  helpful. 

DCAA  -  The  Organization.  The  DCAA  was  established 
in  July  1965  by  the  Secretary  of  Defense,  Robert  S.  McNamara, 
who  saw  the  need  for  a  single  agency  to  conduct  defense 
contract  audits.  Thus,  to  streamline  the  contract  audit 
process  and  eliminate  the  duplication  of  effort  and  potential 
for  conflicting  audit  recommendations  and  guidance,  the 
internal  audit  organizations  responsible  for  contractor 
audits  in  each  of  the  military  departments  were  consolidated 
into  a  single  agency  euid  the  DCAA  was  formed.  Its  mission, 
as  set  forth  in  DOD  Directive  5105.36,  was  to  "perform  all 
necessary  contract  audits  for  the  Department  of  Defense  auid 
provide  accounting  and  financial  advisory  services  regarding 
contracts  and  subcontracts  to  all  DOD  components  responsible 
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for  procurement  and  contract  administration"  (14:15).  The 
Agency  was  created  primarily  to  increase  efficiency  and 
effectiveness  in  the  contract  audit  area,  emd  as  such  is 
responsible  to: 

(1)  assist  the  DOD  officials  in  achieving  the  objective 
of  prudent  contracting  by  providing  financial 
information  and  advice  on  proposed  or  existing 
contracts  of  contractors; 

(2)  audit,  examine,  and/or  review  contractors'  and 
subcontractors  *  accounts ,  records ,  documents  and 
other  evidence;  systems  of  internal  control  to 
determine  the  acceptability  of  costs  incurred  and 
adequacy  of  contractors'  accounting  system;  and 

(3)  perform  other  auditing  responsibilities  and 
functions  such  as  the  examination  of  reimbursement 
vouchers  received  from  contractors,  establishing 
and  maintaining  liaison  auditors  when  appropriate, 
and  performing  other  functions  as  prescribed  by  the 
Assistant  Secretary  of  Defense  (Comptroller) 
[14:15]. 

Functionally,  the  DCAA  is  independent  of  the  defense 
acquisition  community:  the  Agency  comes  under  the  control  of 
the  Assistant  Secretary  of  Defense  (Comptroller).  At  the 
same  time,  the  Department  of  Defense  Inspector  General 
(DOD/IG)  has  the  responsibility  to  "develop  policy 
and. . .monitor  and  evaluate  program  performance"  (6:2)  of  the 
audit  agency,  among  others.  Hence,  the  DCAA  comes  under  the 
purview  of  both  offices. 

To  many  in  the  defense  acquisition  community,  since  the 
DCAA  performs  a  function  integral  to  the  weapon  systems 
acquisition  process,  it  should  be  organizationally  tied  to 
that  function  rather  than  to  the  Comptroller.  It  is  an  issue 
which  has  and  will  continue  to  generate  controversy  as 
proponents  of  both  sides  attempt,  by  their  arguments,  to  sway 
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support  in  their  favor.  Those  who  favor  a  DCAA  under  the 
acquisition  umbrella  stress  that  presently  the  DCAA  has  no 
affiliation  with,  nor  real  commitment  to,  the  procurement 
mission  despite  its  integral  role  in  the  acquisition  process. 
Those  who  argue  in  favor  of  cm  organizationally  independent 
DCAA  stress  the  importance  of  autonomy  of  the  audit  function. 
For  the  foreseeable  future,  it  appears  that  the  DCAA  will 
remain  under  the  supervision  of  the  Assistant  Secretary  of 
Defense  (Comptroller).  Given  that  structure,  there  can  be 
little  doubt  as  to  the  independence  of  the  Agency,  a 
necessary  element  for  instilling  public  confidence  in  the 
systems  acquisition  process. 

POD/ IG  Influence ♦  This  review  would  not  be 
complete  without  some  discussion  of  the  DOD/IG  role  as  it 
pertains  to  the  DCAA  and  defense  contracting.  While  there 
are  numerous  areas  where  the  DOD/IG' s  influence  on  the  DCAA 
is  felt  in  the  procurement  community,  there  is  one  area  which 
has  a  direct  impact  on  the  conduct  of  business  in  weapon 
systems  acquisition:  the  policy  on  contract  audit  follow-up. 
This  policy  encompasses  a  broad  spectrum  of  issues,  not  all 
of  which  will  be  addressed  here.  Those  issues  of  particular 
interest  can  be  found  in  the  1986  and  1988  versions  of  DOD 
Directive  7640.2  and  will  be  discussed  later.  As  the 
authority  behind  the  directive,  it  is  the  DOD/IG's  intent  to 
assure  contract  quality  through  close  monitoring  of  contract 
audit  reports  and  resolution  activity. 
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Contract  Audit  Fol low-up  Policy.  From  its 

inception,  DOD  Directive  7640.2  met  with  criticism  both  from 

within  the  DOD  as  well  as  from  defense  contractors  (22:8). 

The  DOD's  first  attempt  at  a  formal  contract  audit  follow-up 

system  (DOD  Directive  5000.42)  was  a  dismal  failure  due  to  a 

lack  of  definitive  guidance  and  a  lack  of  commitment  on  the 

part  of  procurement  management  personnel  (21:1).  It  was 

superseded  by  DOD  Directive  7640.2  issued  29  December  1982. 

The  new  directive  sought  to  correct  many  of  the  weaknesses  of 

the  first,  but  it  is  debatable  whether  or  not  it  was 

effective  in  meeting  its  objectives.  Despite  a  majority 

opinion  (77  percent)  in  the  Van  Smith  survey  that  the 

directive  was  clear  in  its  objectives,  55  percent  of  the 

contracting  respondents  felt  the  directive  would  not  achieve 

those  objectives  (22:43).  Contracting  respondents,  concerned 

about  the  encroachment  on  the  contracting  officer's 

authority,  expressed  those  concerns  in  comments  such  as: 

The  impact  from  this  directive  is  very  important.  The 
contracting  officer  is  singularly  responsible  for  all 
aspects  of  the  award  of  a  contract.  The  auditor  is 
supposed  to  be  a  team  member,  no  more,  no  less.  This 
policy  change  makes  the  auditor  much  more  powerful  with 
no  check  or  balance  on  the  quality  of  the  audit 
[22:66,  67]. 

The  hardest  thing  for  a  government  bureaucrat  to  do 
consistently  is  act  independently  and  forcefully.  The 
system  produces  conformity  and  fosters  the  abdication  of 
responsibility.  Under  the  new  follo%mp  system,  weak 
contracting  officers  will  become  weaker,  strong  ones 
will  be  more  frustrated  [22:67]. 

By  contrast,  while  half  of  the  auditors  in  the  survey 
agreed  that  the  contracting  officer's  authority  was 
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diminishedi  they  felt  there  was  a  definite  need  to  more 

closely  monitor  the  contracting  officer's  actions.  One 

auditor's  comments  captured  that  concern  very  well: 

There  is  no  change  in  the  contracting  officer's 
authority.  He  may  still  deviate  from  audit 
recommendations.  However,  now  he  must  document, 
explain,  and  in  some  cases  have  an  independent  review  of 
his  decision.  To  the  extent  that  his  independent 
decision-making  flexibility  is  constrained  by  the 
justification  requirement,  the  directive  could  be  viewed 
as  beneficial  [22:68]. 

Despite  the  fact  that  the  Van  Smith  study  is  five  years 
old,  the  comments  and  observations  are  still  timely  as  is 
evidenced  by  the  fact  that  similar  comments  were  expressed  in 
the  Air  Force  Report  on  the  DCAA  issued  in  June  1987. 

Air  Force  Report  on  the  DCAA.  In  June  1987,  the 
Air  Force,  in  compliance  with  Title  III  of  the  Goldwater- 
Nichols  Department  of  Defense  Reorganization  Act  of  1986, 
issued  a  report  on  the  DCAA.  Among  other  things,  the  act 
required  an  assessment  of  the  efficiency  and  effectiveness  of 
the  DCAA  in  providing  contract  audit  support  to  the  military 
components  (13:1).  Given  their  understanding  of  the  mandate 
for  review,  the  Air  Force  study  team's  approach  was  to 
accurately  portray  the  effectiveness  of  the  DCAA  from  the 
customer's  point  of  view;  that  is,  through  the  use  of 
personal  interviews  and  questionnaires,  the  Air  Force  team 
sought  to  determine  the  degree  of  "customer  satisfaction" 
contracting  personnel  experienced  with  the  DCAA  (13:1). 

While  the  Air  Force  study  addressed  numerous  issues  relating 
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to  the  OCAA,  one  is  of  particular  interest:  the  erosion  of 
contracting  officer  authority. 

Although  there  is  no  hard  evidence  to  support  it,  there 
is  a  perception  in  the  contracting  coiranunity  that  such  things 
as:  (1)  a  preoccupation  with  cost  savings;  (2)  the 

designated  independent  senior  acquisition  official  (DISAO) 
review  of  significant  differences  between  the  auditor  emd  the 
contracting  officer;  and  (3)  the  transfer  of  the  authority  to 
negotiate  final  overhead  rates  from  the  contracting  officer 
to  the  DCAA  have  severely  diminished  authority  of  the 
contracting  officer.  The  Air  Force  study  addressed  each  of 
these  issues,  relating  perceptions  by  field  contracting 
personnel  as  well  as  higher  level  officials . 

Coat  Savings .  According  to  the  study,  there 
seemed  to  be  a  preoccupation  in  the  procurement  arena  with 
cost  savings.  These  "savings"  have  come  to  equate  to 
effectiveness.  In  the  area  of  defective  pricing,  for 
example,  sustention  rates  are  just  such  a  measure.  The 
sustention  rate  refers  to  that  percentage  of  the  cost 
questioned  by  the  auditor  which  is  upheld  as  a  result  of 
negotiations  or  as  is  reflected  in  the  contracting  officer's 
final  decision  when  a  negotiated  settlement  cannot  be 
reached.  This  is  particularly  evident  in  the  DOD/IG's 
analysis  of  the  Semi-annual  Contract  Audit  Followup  Report. 
For  the  six-month  period  ending  30  September  1987,  the  DOD/IG 
comnended  ASO  for  achieving  a  79  percent  sustention  rate  on 
defective  pricing  cases  and  remarked  that  the  figure  was 
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34  percent  higher  than  the  DOD  average  (8).  Admittedly,  it 
is  extremely  difficult  to  accurately  measure  effectiveness; 
thus,  surrogate  measures  are  used.  However,  comparing  the 
cost  questioned  in  the  audit  to  the  cost  sustained  does 
little  to  address  the  quality  of  either  the  audit  or  the 
negotiation.  Rather,  this  approach  puts  the  contracting 
officer  on  the  defensive  because  it  assumes  accuracy  and 
quality  on  the  part  of  the  audit.  Thus,  if  the  sustention 
rate  were  lower  than  anticipated,  the  conclusion  would  be 
that  the  contracting  officers  had  not  been  tough  enough  in 
their  negotiations  with  contractors  (13:13). 

PI SAP  Review.  Ever  since  the  first  policy  for 
contract  audit  follow-up  was  Issued  in  August  1981,  there  has 
been  a  requirement  that  an  independent  senior  acquisition 
official  preside  over  matters  wherein  there  is  a  significant 
difference  between  the  auditor  and  the  contracting  officer. 
However,  the  policy  revision  which  was  issued  in  1986  leveled 
another  blow  against  the  contracting  community  in  that  the 
directive  empowered  the  DCAA  to  challenge  a  contracting 
officer  disposition,  "whether  endorsed  by  a  DISAO  or  not, 
[which]  was  significantly  adverse  to  the  interests  of  the 
Government,  in  the  opinion  of  the  DCAA"  (5:4).  In  addition 
to  the  DISAO  review,  the  1986  directive  first  addressed  the 
accountability  issue  by  requiring  that  the  "performance 
appraisals  of  appropriate  acquisition  officials  reflect  their 
effectiveness  in  resolving  and  dispositioning  audit  findings 
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and  recommendations  in  a  timely  manner,  while  fully 
protecting  the  Government's  interests"  (5:3),  again  presuming 
quality  and  accuracy  in  the  audit.  The  Air  Force  team 
concluded  that  several  of  the  revisions  in  the  1986  version 
of  DOD  Directive  7640.2  were  detrimental  to  the  authority  of 
the  contracting  officer  and  served  to  further  weaken  an 
already  tenuous  relationship  between  DCAA  and  contracting 
personnel  (13:14). 

Final  Overhead  Rate  Determination .  Another 
factor  which  contributed  to  the  erosion  of  contracting 
officer  authority  involved  negotiating  final  overhead  rates 
with  contractors.  In  August  1985,  the  Deputy  Secretary  of 
Defense,  William  H.  Taft,  IV,  transferred  that  responsibility 
from  the  Contract  Administration  Office  to  the  DCAA.  The 
message  to  contracting  personnel  was  that  they  were  not  doing 
a  good  enough  job  at  the  negotiation  table  with  the 
implication  that  the  DCAA  could  probably  do  the  job  better 
(13:15). 

In  the  wake  of  horror  stories  like  dog  kennel  fees  being 
charged  to  overhead  accounts  on  government  contracts,  it  was 
extremely  difficult  to  convince  the  public  and  senior  defense 
officials  that  contracting  officers  were  earnest  and 
competent.  Nonetheless,  that  is  the  approach  the  Air  Force 
study  took.  The  Air  Force  was  adamant  that  there  is  more  to 
the  negotiation  process  than  reducing  the  issues  to  numbers. 

Update .  Since  the  Air  Force  study  was  consisted, 
several  of  the  recommendations  which  the  Air  Force  made  have 
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been  implemented.  Admittedly,  the  magnitude  of  the  changes 
suggests  that  the  Air  Force  Report  alone  was  not  responsible, 
but  it  is  reasonable  to  assume  that  the  Air  Force  approach  of 
including  people's  perceptions  regarding  this  emotional  issue 
did  have  the  intended  effect.  Several  changes,  a  few  of 
which  will  be  discussed,  are  evident  after  a  careful 
examination  of  the  latest  revision  to  DOD  Directive  7640.2. 

A  rather  subtle  but  significant  change  to  the  directive 
was  one  regarding  the  disposition  of  audit  reports.  For  all 
intents  and  purposes,  disposition  is  synonymous  with  case 
closure.  The  1986  version  read:  "Disposition  should  take 
place  as  soon  as  possible  after  resolution  and  normally  shall 
be  completed  within  12  months  after  a  report  is  issued" 

(5:5).  In  the  1988  directive,  the  reference  to  the  12-month 
timeframe  has  been  deleted  (6:3).  The  implication  of  this 
change  underscores  the  realization  by  the  authors  of  the 
directive  that  the  contract  audit  follow-up  process  is 
extremely  complex  and  that  reconciliation  of  the  issues 
within  a  stipulated  period  of  time  cannot  be  mandated. 

Although  the  requirement  to  reconcile  differences 
between  the  auditor  and  the  contracting  officer  has  always 
been  a  part  of  the  directive,  the  detailed  language  in  the 
1986  version  stipulated  precisely  what  the  contracting 
officer  had  to  do  in  resolving  significant  differences.  The 
directive  placed  undue  en^hasis  on  the  audit  and  relegated  to 
lesser  status  the  degree  to  which  the  contracting  officer 
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could  exercise  his  prerogative  and  deviate  from  that 

guidance.  The  February  1988  version  dispensed  with  the  DISAO 

and  instead  charged  each  military  department  with  developing 

its  own  review  procedure  (6:2).  Perhaps  the  most  significant 

change  was  found  in  the  policy  statement  which  begins: 

The  responsibility  for  reaching  agreement  with  the 
contractor  is  the  contracting  officer's  and  he  or  she 
has  wide  latitude  in  that  regard... The  contract  audit 
follow-up  system  shall  be  structured  in  consonance  with 
the  independent «  decision-making  role  of  the  contracting 
officer  and  the  financial  advisory  role  of  the  contract 
auditor  [6:2]. 

Ostensibly,  there  is  a  renewed  understanding  of,  and 
appreciation  for,  the  authority  of  the  contracting  officer. 

It  is  therefore  incumbent  upon  contracting  officers  to  accept 
the  responsibility  invested  in  them  as  contracting  officers 
and,  of  their  own  accord,  to  document,  explain,  and  justify 
positions  which  differ  significantly  from  the  auditors'.  It 
is  really  only  through  this  type  of  effort  on  the  contracting 
officer's  part  that  the  auditor  will  be  made  aware  of  the 
issues  involved  in  the  decision.  Without  feedback,  the 
auditors  will  be  unable  to  assess  the  effectiveness  of  their 
reports  from  a  contracting  point  of  view.  The  changes  in  the 
latest  revision  to  DOD  Directive  7640.2  signal  a  new  phase  in 
the  auditor /contracting  officer  relationship. 
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II .  Methodology 


Introduction 

This  study  was  an  in-depth  analysis  of  the  defective 
pricing  cases  closed  by  ASD  during  a  one-year  period,  from 
1  October  1986  -  30  September  1987.  The  data  of  interest 
included  the  following: 

(1)  dollar  value  of  the  contract  action  audited; 

(2)  dollar  value  of  the  defective  pricing  audit  report; 

(3)  dollar  value  of  the  final  contract  settlement;  and 

(4)  processing  time  for  the  case. 

The  data  were  expected  to  show  that  those  defective 
pricing  cases  which  were  of  a  low  dollar  value  were 
detrimental  to  the  overall  effectiveness  of  the  defective 
pricing  program.  Audits  with  allegations  below  $50,000  were 
considered  low  dollar  value.  The  $50,000  figure  was  based  on 
the  fact  that  in  the  sample  studied,  those  audits  below 
$50,000  represented  a  minute  percentage  of  the  total 
allegation  amount  (.15  percent).  At  the  same  time,  there 
were  a  sufficient  number  of  those  audits  (approximately  11 
percent  of  the  sample)  to  ensure  that  an  analysis  of  this 
nature  would  be  meaningful.  One  of  the  reasons  for  the 
negative  impact  of  the  smaller  dollar  allegations  was  that 
the  time  necessary  for  processing  a  defective  pricing  case 
was  believed  to  be  virtually  the  same  regardless  of  the 
allegation  amount.  Thus,  the  time  spent  pursuing  the  lower 
dollar  allegations  could  have  been  better  spent  working  on 
higher  value  cases. 
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To  substantiate  that  claim,  estimated  manpower  costs 
associated  with  the  defective  pricing  process  were  developed 
in  an  attempt  to  monetize  the  effort  which  the  government 
must  put  forth  both  to  audit  and  process  these  cases . 

The  study  consisted  of  two  phases:  (1)  analyzing 
defective  pricing  cases  closed  during  FY  1987;  and  (2) 
developing  manpower  cost  estimates  for  personnel  engaged  in 
defective  pricing  activity:  the  auditors,  price  analysts, 
and  legal  advisors. 

Case  Files  Review 

The  two  Status  Reports  on  Specified  Contract  Audit 
Reports  (comnonly  called  the  Semi-annual  Reports),  were  the 
source  material  for  the  defective  pricing  audits  selected  for 
this  study  (see  Appendix  B).  labile  these  reports  include 
status  on  more  than  just  defective  pricing  audits,  the 
majority  of  audits  reported  are  defective  pricing  audits.  In 
the  reports  at  ^pendix  B,  the  "Type  of  Audit”  designation 
for  a  defective  pricing  audit  is  "4".  For  a  detailed 
explanation  of  the  numagement  reporting  system  which  AFSC 
uses,  the  reader  should  consult  the  AFSC  Contracting 
Officer ' s  Information  Network  (COIN)  Operating  Guide . 

During  the  period  under  review,  82  of  the  87  audits 
reported  were  defective  pricing  audits,  but  not  all  82  audits 
were  analyzed.  A  screening  process  was  used  to  weed  out 
certain  of  the  defective  pricing  audits  which,  after  an 
initial  review,  seemed  inappropriate  for  this  study.  The 
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first  criterion  was  that  the  case  be  closed.  Twenty-four 
audits  were  eliminated  from  the  study  because  they  continued 
to  be  active  despite  having  been  reported  as  closed.  The 
reason  for  that  ceui  be  found  in  DOD  Directive  7640.2.  In 
accordance  with  the  regulation,  one  way  in  v^ich  an  audit  may 
be  closed  is  if  it  is  superseded  by  another  audit  or  if  a 
supplementary  audit  is  issued  (6:2-2).  Normally,  superseded 
audits  are  those  which  display  zero  dollars  in  both  the  "Cost 
Questioned  or  Cost  Avoidance"  and  "Cost  Sustained"  categories 
of  the  Semi-annual  Report.  The  24  audits  in  question,  though 
closed,  continued  as  active  cases  because  superseding  audits 
or  supplementary  audits  were  issued.  As  such,  they  were  not 
appropriate  for  this  review.  The  second  stipulation  for 
including  an  audit  in  the  review  was  that  the  case  file  was 
available  for  examination.  Case  files  included  the  Defective 
Pricing  Office  (ASD/PMF-X)  files,  the  Liaison  Auditor  files, 
and/or  the  contract  modification  files.  There  were  10  audits 
which  were  excluded  from  the  study  because  the  case  files 
could  not  be  located.  In  addition,  one  audit  was  excluded 
because  it  was  negotiated  by  the  Administrative  Contracting 
Officer,  not  ASD  personnel.  Another  was  eliminated  because 
it  was  one  of  two  audits  covering  the  same  effort.  Both  the 
DCAA  and  the  GAO  conducted  audits,  but  the  GAO  audit  was 
broader  in  scope  and  resulted  in  a  larger  dollar  allegation 
than  the  DCAA  audit.  Thus,  the  GAO  audit  was  Included  and 
the  DCAA  audit  was  not.  Aside  from  the  one  GAO  audit 
Included  in  this  study,  there  were  two  DOD/IG  audits  as  well. 
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The 


All  three  can  be  identified  by  the  prefix  "9988". 
remainder  of  the  audit  reviews  were  conducted  by  the  DCAA. 

After  the  selection  process  was  completed  the  case  files 
for  the  46  remaining  audits  (see  Appendix  C)  were  reviewed 
for  pertinent  facts  and  figures.  Among  the  materials 
analyzed  were:  (1)  audit  reports;  (2)  legal  opinions;  (3) 
price  negotiation  memorandums;  and  (4)  contract 
modifications.  While  not  all  the  case  files  contained  all  of 
the  materials  mentioned  above,  there  was  sufficient 
information  in  each  to  determine  what  had  transpired.  Where 
data  discrepancies  appeared  between  the  case  file  and  the 
Semi-annual  Report,  the  data  in  the  case  file  were  used. 

Manpower  Costs 

One  of  the  criteria  for  determining  that  cost  or  pricing 
data  are  defective  is  that  it  must  be  evident  that  such  data 
caused  a  significant  increase  in  the  contract  price.  The 
term  "significant"  has  never  been  clearly  defined,  and  as 
might  be  expected,  opinions  on  what  is  significant  differ. 
From  the  ASD  Pricing  Office  perspective,  if  the  cost 
questioned  in  a  defective  pricing  audit  is  of  a  small  dollar 
amount  relative  to  the  contract  action,  the  DCAA  should 
consider  not  issuing  the  report  (23) .  From  the  DOD/IG  point 
of  view,  as  implemented  by  the  DCAA,  whenever  defective 
pricing  is  suspected,  a  defective  pricing  audit  should  be 
issued  regardless  of  the  dollar  amount  (15).  Both  opinions 
have  merit:  the  former  focuses  on  the  efficient  and 
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effective  use  of  limited  manpower  while  the  latter  reflects 
the  obligation  incurred  by  the  government  when  entrusted  with 
public  funds,  to  ensure  that  they  are  spent  judiciously. 

From  these  discussions  came  the  idea  to  develop  an  estimate 
of  the  manpower  costs  associated  with  auditing,  analyzing, 
and  negotiating  defective  pricing  cases  and  in  that  way 
provide  the  contracting  officer  with  another  aspect  to 
consider  when  deciding  how  to  approach  a  defective  pricing 
case. 

The  manpower  costs  associated  with  the  three  major 
activities  (auditing,  contracting,  and  rendering  legal 
opinions )  were  estimated  based  on  information  furnished  by 
individuals  responsible  for  those  activities.  These 
individuals,  by  virtue  of  their  positions,  were  considered  to 
be  expert  with  regard  to  some  facet  of  the  defective  pricing 
process .  They  were  asked  to  estimate  the  number  of  hours  per 
year  they  and/or  their  subordinates  spent  on  an  average 
defective  pricing  case.  While  they  all  provided  the 
estimates,  they  also  cautioned  against  generalizing  given  the 
uniqueness  of  each  case. 

In  addition  to  manhour  estimates,  it  was  necessary  to 
determine  the  appropriate  wage  rates  to  apply  to  the  manhour 
estimates.  The  wage  rates  used  were  1987  rates  furnished  by 
Detachment  1 ,  3025  Management  Engineering  Squadron  ( 3 ) .  In 
their  cost  comparison  studies,  for  civilian  employees,  they 
typically  used  a  Step  5  wage  (see  Appendix  D)  adjusted  to 


include  fringe  benefits.  The  fringe  benefit  factor  used  was 
29.65  percent,  the  1987  factor.  For  military  personnel,  they 
used  the  rates  stipulated  in  AFR  173-13,  U.  S.  Air  Force  Cost 
and  Planning  Factors  (11:34.2). 

Audit.  Ann  Smith  (17)  provided  the  ideas  summarized  in 
the  following  four  paragraphs.  The  initial  defective  pricing 
audit  can  be  a  very  time  consuming  effort.  It  requires  the 
auditor  to  examine  at  a  minimum,  the  pre-award  audit,  the 
price  negotiation  memorandum,  the  statement  of  work,  and  the 
contractor's  proposal.  Defective  pricing  audits  are 
mandatory  for  contracts  of  $50  million  or  more.  The  manhours 
necessary  to  conduct  an  initial  defective  pricing  audit  on  a 
contract  of  that  magnitude  are  largely  dependent  upon  the 
complexity  of  the  contract  and  may  take  as  few  as  500  hours 
or  as  many  as  3000  hours  to  complete.  In  this  study,  1000 
hours  was  the  figure  used,  based  on  Smith's  recommendation. 
For  contracts  of  a  lesser  value,  the  time  allotted  for  an 
initial  defective  pricing  audit  decreases  substantially.  For 
contracts  valued  between  $10  -$50  million,  450  hours  was  the 
average  time  expected  to  complete  the  audit.  Two  hundred 
hours  and  100  hours  were  the  estimates  for  completing  the 
initial  defective  pricing  audits  for  contracts  of  $1  -  $10 
million  and  $100,000  -  $1,000,000  respectively. 

Given  the  complexity  of  this  type  of  audit,  experienced 
auditors  (usually  General  Schedule  (GS)  12  level)  were 
generally  assigned  to  conduct  these  audits.  However,  there 
were  also  other,  less  experienced  auditors  (GS-7,  GS-9  and 
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GS-11  levels)  who  worked  on  the  defe^ _ive  pricing  audits  as 
well.  To  compensate  for  the  diversity  of  employee  grades,  a 
weighted  average  for  the  hourly  wage  was  computed  using  the 
GS-12  wage  and  a  combination  of  the  GS-7,  GS-9,  and  GS-11 
wages.  The  GS-12  wage  was  given  a  weight  of  .67  while  the 
GS-7,  GS-9,  GS-11  wages  were  themselves  averaged  and  then 
given  a  weight  of  .33.  The  weights  were  based  on  discussions 
with  a  supervisory  auditor  whose  subordinates  included  nine 
individuals  who  audited  defective  pricing  cases. 

Smith  also  pointed  out  that  follow-up  analysis  is 
necessary  each  time  a  contractor  submits  a  rebuttal  to  the 
audit  allegations  with  a  minimum  of  one  rebuttal  expected. 
Thus,  follow-up  audit  time  was  estimated  to  be  approximately 
100  hours  for  contracts  over  $50  million,  50  hours  for 
contracts  between  $10  -  $50  million,  and  40  hours  for  all 
others . 

Finally,  in  order  to  determine  an  approximate  cost  for 
each  audit,  the  appropriate  hourly  estimate  based  on  the 
negotiated  dollar  value  of  the  contract  action  (or  when  that 
was  not  given,  the  eunount  audited  figure  contained  in  the 
audit  report)  was  multiplied  by  the  (weighted  average)  hourly 
wage.  Unlike  the  other  activities  involved  in  the  defective 
pricing  process,  the  audit  estimates  were  not  based  on  hours 
per  case  per  year.  Rather,  the  dollar  value  of  the  contract 
being  audited  formed  the  basis  for  the  manhour  estimates  in 
this  area. 
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Legal  Assistance .  The  cost  estimate  for  legal 
assistance  was  calculated  similarly  to  that  for  the  auditors. 
Since  there  was  one  lawyer  whose  time  was  dedicated  to 
analyzing  defective  pricing  cases,  the  calculation  was  more 
straightforward.  The  lawyer  estimated  he  spent  approximately 
40  hours  per  case  per  year  (18).  That  figure  was  then 
multiplied  by  the  hourly  rate  for  a  GS-14,  the  lawyer's 
grade.  In  consideration  of  the  potential  for  litigatior. 
which  exists  on  every  defective  pricing  audit,  an  additional 
$30,000  per  case  was  added  to  the  final  cost  figure  (16). 
Aside  from  the  attorney's  time  to  prepare  a  case,  the 
litigation  cost  included  estimates  for  such  things  as  fees 
for  expert  witnesses  and  the  cost  associated  with  taking 
depositions . 

Price  Analysis .  In  the  defective  pricing  office  itself, 
the  manhour  estimate  per  case  per  year  was  120  hours  (23). 
There  were  four  analysts  assigned  to  the  office,  one  of  whom 
was  a  GS-13  with  the  remaining  three  being  GS-I2s  (23). 
Assuming  equal  effort  by  all  four,  a  weighted  average  was 
calculated  to  obtain  an  hourly  wage  rate.  The  GS-12  rate  was 
given  a  weight  of  .75  while  the  GS-13  rate  was  given  a  weight 
of  .25.  The  time  spent  by  a  GS'*5  procurement  clerk  was 
estimated  at  40  hours  per  case  per  year  ( 23 ) . 

Other  Personnel .  Manpower  costs  were  also  calculated 
for  both  the  supervisory  auditor  and  the  chief  of  the 
defective  pricing  office.  The  manhour  estimates  for  those 
individuals  were  14  hours  (17)  and  40  hours  (23) 
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respectively.  Those  estimates  were  multiplied  by  the  hourly 
rates  for  a  GS-13  and  an  Air  Force  major. 

The  liaison  auditor,  as  the  DCAA  representative, 
performs  a  multitude  of  functions  with  respect  to  defective 
pricing  cases.  He  is  available  for  consultation  on  audits, 
coordinates  meetings  between  contracting  personnel  and  the 
cognizant  DCAA  activity,  and  attends  negotiations  when 
requested.  As  such,  the  time  spent  by  the  liaison  auditor  on 
an  average  defective  pricing  case  was  estimated  at  25  hours 
per  year  (15).  TTie  liaison  auditor  position  is  a  GS-14 
position;  thus,  the  hourly  estimate  was  calculated  by 
multiplying  the  appropriate  wage  rate  by  the  manhour  estimate 
of  25  hours . 

Limitations  and  Assumptions 

Before  using  the  results  of  this  study  to  provide 
support  for  a  decision,  the  contracting  officer  should 
consider  several  things.  First,  it  was  assumed  that  the  way 
in  which  ASD  handles  defective  pricing  cases  is 
representative  of  the  Air  Force  as  a  whole  or  at  least  of 
AFSC  and  AFLC  which  are  responsible  for  all  but  a  small 
percentage  of  the  defective  pricing  cases  in  the  Air  Force. 

To  the  extent  that  all  DOD  components  are  required  to  con^ly 
with  the  guidance  in  DOD  Directive  7640.2,  the  assumption 
should  cause  no  real  concern.  However,  it  is  important  to 
remember  that  at  ASD,  the  defective  pricing  function  is 
centralized  which  has  enabled  them  to  operate  more 


efficiently  and  effectively  at  least  with  respect  to  one 
measure:  sustention  rates.  For  the  six-month  period  ending 

30  September  1987,  the  ASD  sustention  rate,  at  79  percent, 
was  slightly  higher  than  the  Air  Force  average  by  seven 
percentage  points  (8). 

A  second  consideration  for  the  contracting  officer  deals 
with  the  manpower  computations.  By  glancing  at  the  Semi¬ 
annual  Report  data  used,  it  is  obvious  that  most  cases  are 
not  completed  in  the  same  year  in  which  the  defective  pricing 
audit  is  issued.  Only  two  of  the  audit  reports  in  the  sample 
fell  into  that  category.  Despite  that,  all  of  the  manpower 
computations  were  made  using  only  1987  figures  to  keep  the 
computations  straightforward  and  to  underscore  the  fact  that 
the  manhour  estimates,  not  the  wage  rates,  were  considered  to 
be  the  more  critical  of  the  two  elements. 

A  third  matter  which  should  be  noted  was  that  the  same 
audit  manhour  estimates  were  used  for  all  of  the  audits 
including  the  three  which  were  not  conducted  by  the  DCAA. 

The  assumption  was  that  a  defective  pricing  audit  should  take 
about  the  same  amount  of  time  to  complete  regardless  of  the 
agency  conducting  the  audit. 

Finally,  this  study  was  limited  to  cases  closed  by  ASD 
during  one  fiscal  year,  1987.  No  analysis  was  done  to 
determine  whether  or  not  the  level  of  defective  pricing 
activity  in  FY  1987  was  comparable  to  other  years;  rather  the 
assumption  was  that  FY  1987  was  a  representative  year. 
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Depending  on  the  specifics  of  the  particular  defective 
pricing  audit  under  consideration  and  the  contracting 
activity  involved,  these  limitations  and  assumptions  may  be 
of  special  interest  to  the  contracting  officer. 

Summary 

The  goal  of  this  research  was  to  provide  the  contracting 
officer  with  some  information  on  defective  pricing  processing 
times  and  the  manpower  costs  associated  with  pursuing 
defective  pricing  allegations  to  enable  him  to  evaluate 
particular  cases  where  the  benefit  to  the  government  may  be 
questionable. 

Manhour  estimates  were  developed  based  on  information 
provided  by  those  individuals  responsible  for  the  three  major 
aspects  of  the  process:  audit,  analysis  and  negotiation,  and 
legal  advice.  That  information  was  used  in  conjunction  with 
the  appropriate  wage  rates  to  develop  the  estimated  manpower 
costs  of  pursuing  defective  pricing  audit  allegations. 

In  the  next  chapter,  the  total  cost  to  prepare  and 
process  a  defective  pricing  audit  will  be  compared  to  the 
cost  sustained  to  determine  whether  or  not  the  government's 
return  on  investment  is  reasonable.  Processing  times  and  the 
value  of  the  contracts  involved  will  also  be  reviewed. 
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Ill .  Analysis  and  Findings 


Introduction 

In  this  chapter,  the  estimated  total  cost  of  conducting 
a  defective  pricing  audit  and  then  processing  it  will  be 
discussed.  The  discussion  will  focus  on  how  the  total  cost 
was  developed  based  on  the  methodology  explained  in  the 
previous  chapter  and  what  the  results  mean  for  the 
contracting  officer. 

Cost  Computations  for  Audit 

The  manpower  cost  estimates  for  the  initial  defective 
pricing  audit  were  based  on  contract  value.  For  contracts  in 
excess  of  $50  million,  audit  costs  were  estimated  at  $23,496; 
for  contracts  between  $10  -  $50  million,  audit  costs  amounted 
to  $10,680;  for  contracts  valued  between  $1  -  $10  million, 
audit  costs  were  $5,126;  and  for  contracts  of  $100,000  - 
$1,000,000,  audit  costs  were  estimated  at  $2,990. 

Besides  the  initial  defective  pricing  audit,  the  audit 
cost  estimates  included  one  follow-up  review;  that  is,  the 
auditor  was  given  the  opportunity  to  review  and  comment  on 
the  contractor's  response  to  the  initial  audit.  Normally  a 
follow-up  review  resulted  in  the  audit  activity  issuing  a 
written  response  which  was  either  a  supplement  or  a 
memorandum.  Of  the  46  defective  pricing  cases  studied,  12  of 
the  audits  had  one  supplement,  one  audit  was  supplemented 
twice,  and  two  of  the  audits  had  been  supplemented  three 
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times.  For  the  three  audits  with  more  than  one  supplement/ 
additional  hours  were  assessed  for  the  subsequent  follow-up 
reviews  which  would  have  necessarily  preceded  the  issuance  of 
the  second  and  third  supplementary  audit  reports. 

Cost  Computation  for  Analysis/  Negotiation,  and  Legal  Advice 

The  manpower  cost  estimates  for  processing  a  defective 
pricing  case  amounted  to  $7055  per  case  per  year.  This 
amount  included  the  time  spent  by  ASD/PMF-X  personnel  (four 
analysts  and  a  procurement  clerk),  the  liaison  auditor,  the 
attorney,  the  supervisory  auditor,  and  the  ASD/PMF-X  chief. 

Unlike  the  audit  estimates  which  were  based  on  the  value 
of  the  contracts  audited,  the  processing  cost  was  based  on  an 
average  time  spent  per  case  per  year.  A  dollar  figure  for 
processing  each  of  the  46  cases  was  developed  by  determining 
the  age  of  the  case,  dividing  by  365,  then  multiplying  by 
$7055. 

Age  of  Cases  at  Completion 

An  inportant  aspect  of  the  total  cost  computation  which 
may  not  be  obvious  is  the  time  it  takes  to  process  the  audit 
once  it  is  issued.  Based  on  the  current  tracking  procedure 
as  outlined  in  DOD  Directive  7640.2,  the  true  age  of  an  audit 
report  may  not  be  apparent.  As  has  been  previously 
mentioned,  an  audit  may  be  reported  as  closed  if  it  is 
superseded  by  a  new  audit  report  or  if  it  is  supplemented. 
Thus,  while  the  analysis  of  a  particular  defective  pricing 
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audit  simply  continues  on  until  it  is  settled,  the  age  of  the 
case  is  represented  by  the  date  the  most  recent  supplement 
was  issued  making  it  virtually  impossible  to  determine  the 
true  age  of  the  case.  As  a  result  of  the  tracking  procedure 
then,  if  an  audit  has  been  supplemented,  the  reviewer  will 
know  that  from  the  audit  report  number  but  will  not  be  able 
to  tell  from  the  Semi-annual  Report  alone  how  old  the  case 
is.  Therefore,  for  the  purposes  of  this  research,  the  age  of 
a  defective  pricing  case  at  completion  was  based  on  the  date 
of  issuance  of  the  initial  audit,  and  the  closeout  date  was 
taken  from  the  Semi-annual  Report  category,  "Date  of 
Disposition".  Thus,  for  the  31  audits  in  the  study  for  which 
no  supplement  had  been  issued,  the  age  of  the  case  was 
determined  from  the  data  contained  in  the  Semi-annual  Report. 
However,  for  the  remaining  15  audits,  the  initial  audit  dates 
were  obtained  from  the  case  files. 

One  of  the  goals  of  this  research  was  to  show  that  the 
value  of  a  contract  impacted  the  length  of  time  it  took  to 
process  a  defective  pricing  case  and  that  issuing  and 
processing  audits  with  insignificant  allegation  amounts  were 
detrimental  to  the  overall  defective  pricing  program  because 
they  took  valuable  time  away  from  the  pursuit  of  the  more 
substantial  defective  pricing  audits.  In  an  effort  to 
provide  support  for  that  belief,  two  relationships  were 
studied:  the  age  of  cases  at  completion  vis-a-vis  the  cost 
questioned,  and  with  regard  to  the  contract  value. 

According  to  the  data,  the  time  to  process  a  defective 
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pricing  case  varied  greatly.  In  FY  1987,  the  age  of  cases 
closed  ranged  from  63  days  to  2,224  days.  Given  the 
tremendous  swing,  the  more  accurate  measure  of  certral 
tendency  proved  to  be  the  median,  which  was  604  days.  The 
allegation  amounts  ranged  from  $18,499  to  $31,367,399. 

Again,  these  figures  were  those  which  appeared  in  the  initial 
audits.  Based  on  a  data  sort,  there  appeared  to  be  no 
correlation  between  the  allegation  amount  (cost  questioned) 
and  the  age  of  a  case  at  completion  (see  Appendix  C  for 
data).  With  respect  to  the  objective  previously  stated,  that 
means  those  cases  of  a  low  dollar  value  did  not  take  any  less 
time  to  settle  than  cases  of  a  high  dolleu:  value.  For 
example,  the  case  which  took  the  least  amount  of  time  to 
process,  63  days,  was  for  an  allegation  of  $134,233  and  was 
fully  sustained.  The  case  which  took  the  longest  to  settle, 
2,224  days,  was  for  $3,340,898  and  was  negotiated  for 
$1,269,941.  The  largest  allegation  amount  in  the  sample, 
$31,367,399,  took  1523  days  to  settle  at  a  value  of 
$2,568,042,  approximately  two  years  less  time  than  the  oldest 
case  in  the  study  which  had  an  allegation  amount  of  one-tenth 
the  latter's  value.  In  numerous  other  instances,  there  were 
substantial  differences  in  the  age  of  cases  whose  cost 
questioned  eunounts  were  very  close. 

In  the  second  comparison  of  age  to  contract  value,  there 
did  appear  to  be  a  correlation  between  the  contract  value  and 
the  case  age.  As  the  value  increased,  so  did  the  length  of 


time  to  conqplete  the  case.  Given  that  in  weapon  systems 
procurement,  the  expectation  is  that  as  contract  value 
increases  so  does  complexity,  this  correlation  is 
understandable.  The  median  age  of  cases  whose  contract  value 
was  between  $100,000  -  $10,000,000  was  553  days.  The  median 
age  of  cases  for  contracts  valued  between  $10  -  $50  million 
was  604  days  and  was  754  days  for  contracts  over  $50  million. 

Cost  Computation  for  Total  Cost 

A  total  cost  figure  was  computed  for  each  of  the  46 
cases  in  the  study.  It  included  the  audit  and  processing 
costs  for  each  case  and  a  potential  litigation  cost  of 
$30,000.  The  litigation  cost  represented  the  potential  for 
litigation  which  exists  for  every  defective  pricing  case  that 
is  pursued  in  the  event  no  agreement  can  be  reached  between 
the  contracting  officer  and  the  contractor  whereupon  the 
contracting  officer  will  issue  a  final  decision  which  the 
contractor  may  then  dispute.  As  such,  the  potential 
litigation  cost  is  something  which  the  contracting  officer 
should  consider  when  determining  whether  or  not  a  particular 
defective  pricing  audit  merits  attention. 

For  each  case,  the  total  cost  was  compared  to  the  cost 
sustained,  and  in  12  of  the  46  cases  (26  percent)  the  cost  to 
pursue  the  case  was  nearly  three  times  greater  than  the 
monies  returned  to  the  government.  However,  the  total  amount 
of  the  cost  sustained  for  the  entire  46  cases  far  outweighed 
the  cost  Incurred.  Based  on  the  information  compiled  in  this 


38 


study,  the  monies  recouped  from  contractors  based  on 
defective  pricing  allegations  was  $32  million,  approximately 
11  1/2  times  the  amount  spent,  a  substantial  return  on 
investment,  but  one  which  could  have  been  greater  had  there 
been  some  mechanism  by  which  to  scrutinize  the  12  cases  which 
cost  more  to  process  than  was  sustained.  Returning  again  to 
the  idea  that  serious  consideration  should  be  given  to  not 
issuing  defective  pricing  audits  of  less  than  $50,000,  that 
would  have  eliminated  five  of  the  twelve  audits  in  question 
particularly  if  the  allegation  amount  would  have  been 
assessed  in  light  of  the  contract  value.  The  five  cases 
mentioned  above  had  allegation  amounts  which  averaged  .88 
percent  of  their  contract  values.  The  remaining  seven  cases 
included  allegations  ranging  from  $61,632  to  $4,694,620  and 
represented  anywhere  from  .65  percent  to  62  percent  of  the 
value  of  their  respective  contracts.  Thus,  by  virtue  of  the 
allegation  amount  alone,  those  seven  audits  would  have  been 
pursued. 

Based  on  the  computations  described  here,  an  average 
total  cost  to  the  government  for  auditing,  analyzing,  and 
negotiating  a  defective  pricing  case  was  $57,212  which  was 
based  on  the  46  defective  pricing  cases  closed  at  ASD  during 
FY  1987.  That  figure  consisted  of  the  audit  costs  weighted 
according  to  the  number  of  audits  conducted  in  each  of  the 
four  contract  value  categories.  Hence,  46  percent,  21 
audits,  were  on  contracts  between  $10  -  $50  million;  43 
percent,  20  audits,  were  on  contracts  in  excess  of  $50 
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million;  nine  percent,  four  audits,  were  on  contracts  of 
$1  -  $10  million;  and  the  remaining  two  percent,  one  audit, 
was  on  a  contract  of  less  than  $1  million.  The  median 
processing  time  of  604  days  was  incorporated  and  $30,000  in 
potential  litigation  costs  were  also  added. 

Summary 

The  analyses  described  in  this  chapter  provided  a  basis 
for  developing  manpower  cost  estimates  for  the  personnel 
involved  in  the  defective  pricing  process.  They  further 
revealed  that  there  was  an  apparent  correlation  between  the 
contract  value  and  the  time  it  took  to  settle  a  defective 
pricing  case  with  the  audits  of  contracts  in  excess  of  $50 
million  having  taken  approximately  five  months  longer  than 
audits  of  contracts  between  $10  -  $50  million.  Overall,  the 
data  showed  that  the  median  processing  time  was  604  days .  * 

At  this  point,  a  contracting  officer  faced  with 
evaluating  the  significance  of  a  defective  pricing  audit 
would  have  sufficient  information  for  determining  the 
approximate  cost  to  the  government  for  auditing,  analyzing, 
and  processing  a  defective  pricing  audit.  Here  again,  it  is 
important  to  note  that  the  experts  who  provided  the  manhour 
data  upon  which  these  analyses  were  based  commented  on  the 
uniqueness  of  each  defective  pricing  case  and  cautioned 
against  generalizing.  The  results  here  are  intended  to  be 
used  within  the  context  of  the  case  under  evaluation. 
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IV.  Conclusions  and  Reconanendations 

The  issue  of  defective  pricing  is  one  facet  of  the 
acquisition  process  which  lends  itself  to  controversy. 

The  law  is  auidsiguous  and  recent  attempts  at  clarification 
have  been  unsuccessful.  In  recent  years,  the  criminal 
implications  associated  with  defective  pricing  have  made  it 
all  the  more  controversial. 

There  is  no  doubt  that  when  defective  pricing  has 
occurred  the  government  should  be  empowered  to  recoup  the 
amount  of  overpayment.  Nonetheless,  timely  investigation  of 
the  multitude  of  defective  pricing  audits  is  difficult  at 
best.  This  study  concentrated  on  the  significance  aspect  of 
the  defective  pricing  audit  in  an  effort  to  provide  the 
contracting  officer  with  some  means  for  evaluating  those 
audits  whose  merits  may  be  questionable  with  respect  to  the 
expected  return  on  the  investment  of  manpower.  The  study 
concluded  that  the  manpower  costs  alone  associated  with 
conducting  a  defective  pricing  audit,  analyzing  and 
negotiating  the  case,  and  providing  legal  assistance  can  be 
substantial  with  a  weighted  average  of  approximately  $57,000 
for  the  46  cases  reviewed. 

Another  finding  of  the  study  was  that  the  time  it  took 
to  process  a  case  had  little  to  do  with  the  allegation 
amount.  Rather  there  appeared  to  be  a  correlation  between 
the  contract  value  of  the  action  audited  and  processing  time: 
the  greater  the  value  the  longer  it  took  to  settle  the  case. 
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Based  on  the  results  of  this  study,  there  are  several 
things  which  can  be  done  to  ensure  that  the  way  in  which  the 
government  approaches  the  defective  pricing  issue  is  the  one 
which  will  best  utilize  manpower  and  effect  the  best  return 
on  investment.  First,  the  Air  Force  should  approach  the  DCAA 
about  establishing  some  lower  limit  on  the  dollar  value  of 
defective  pricing  audits.  Given  the  ever  prevalent  problem 
of  limited  manpower,  it  would  benefit  both  the  DCAA  and  the 
contracting  community  to  be  aible  to  focus  their  attention  on 
those  efforts  which  best  utilize  that  scarce  resource.  This 
research  has  established  that  there  is  certainly  doubt  that 
audits  below  $50,000  reap  any  net  benefit  to  the  government. 
Indeed,  the  time  spent  pursuing  the  small  dollar  allegations 
is  time  taken  away  from  the  larger  value  audits  which  in 
turn  causes  longer  delays  in  processing  the  larger  dollar 
value  allegations.  On  the  surface,  this  recommendation  may 
appear  to  run  afoul  of  public  policy,  but  that  is  not  the 
intent.  To  make  the  recommendation  more  palatable,  there 
could  be  a  small  number  of  audits  below  the  $50,000  threshold 
issued  at  random.  The  contracting  officer  would  determine 
whether  or  not  they  should  be  pursued  on  a  case-by-case 
basis.  However,  aside  from  a  few  small  dollar  defective 
pricing  audits,  so  long  as  there  is  no  evidence  of  fraud  or 
wrongdoing,  defective  pricing  audits  of  less  than  $50,000 
should  not  be  issued. 


Second,  the  Air  Force  should  continue  to  promote 
cooperation  and  better  communication  between  the  contracting 
community  and  the  DCAA,  between  contracting  officers  and 
auditors.  The  pervasive  attitude  with  regard  to  government 
procurement  activity  and  those  who  engage  in  it  is  one  of 
mistrust,  but,  as  is  evidenced  by  the  subtle  changes  in  DOD 
Directive  7640.2,  that  attitude  may  be  changing  based  on  the 
understanding  that  government  procurement  is  indeed  a  complex 
proposition  wherein  even  those  involved  in  the  process  know 
little  beyond  what  is  within  their  own  realm  of  experience. 

It  is,  therefore,  important  that  each  knows  the  roles, 
responsibilities,  duties,  and  obligations  of  the  other.  The 
various  correspondence  and  in^residence  courses  offered  by 
the  Air  University  are  a  ready-made  vehicle  for  disseminating 
that  type  of  information. 

Third,  the  Air  Force  should  also  provide  wider 
distribution  of  studies  like  its  own  "Report  on  the  DCAA." 
Such  information  would  enable  field  personnel  to  keep  abreast 
of  the  issues  affecting  them  and  the  acquisition  community  at 
large. 

The  objective  of  an  oversight  program  like  the  defective 
pricing  program  is  to  ensure  that  the  government  pays  a  fair 
and  reasonable  price  for  its  goods  and  services  and  to 
provide  the  means  for  recoufmtent  of  funds  when  overpayment 
occurs.  Through  the  implementation  of  the  recommendations 
made  here,  that  objective  is  all  the  more  attainable. 
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Appendix  A;  POD  Directive  7640 . 2 


Department  of  Defense 

DIRECTIVE 


Ftbruary  12,  1988 
NUMBER  7640.2 


IG.  DoO 


SUBJECT:  Feliey  for  followup  oa  Coacroct  Audit  Icport* 


Rofcrtacci:  (a) 

(b) 

(e) 

(d) 

(«) 


DoO  Oiractivo  7640.2,  ’’Policy  for  Followup  oa  Contract  Audit 
Raporta,”  July  IS,  1986  (hareby  eaacalad) 

Offica  of  nanaiaaant  and  Bud|at  (OHS)  Circular  A>S0 
(Raviaad),  ’’Audit  Followup,”  Septaabar  29,  1982 
DoO  Oiractiva  76S0.3,  ”Followup  on  Caaaral  Accounting  Office, 
DoO  laapacter  Caneral,  latamal  Audit  tad  Internal  Raviaw 
Raporta,”  March  19,  198S 

DoO  Inatructioa  7600.2,  "Audit  Foliciaa,”  January  10,  1985 
through  (J),  ace  ancloaura  1 


A.  RE ISSUANCE  AMD  FURFOSE 


Tbia  Diraetiaa: 


1.  Raiaauaa  rafarcace  (a)  to  clarify  raapoaaibilitict,  reporting  rtquirt* 
•anta,  and  followup  procadurea  on  contract  and  grant  audita  conducted  by  the 
Oafanaa  Contract  Audit  Agency  (DCAA)  and  the  Any  Corpa  of  Eagiaaern. 

2.  Inplanaata  rafcreace  (b) 

B.  APFLICABIim  ARP  SCOPE 


1.  Tbia  Oiractiaa  appliaa  to  the  Office  of  the  Secretary  of  Dafanaa  (OSD), 
the  Military  Oapartnaata,  and  the  Dafanaa  Aganciaa  (baraaftar  rafarrad  to 
collactivaly  aa  ’TloO  Coaiponaota”) . 

2.  Ita  prowiaiona  do  not  apply  to  tba  reporta  of  the  Canaral  Accounting 
Offica  (GAO),  the  Inapactor  Canaral,  Oapartnant  of  Dafanaa  (IC,  DoO),  and  ocher 
DoD  internal  audit  organizationa .  Followup  polieiaa  and  procadurea  for  tba 
reporta  of  thoaa  organizationa  are  contained  in  refaranca  (c);  howevar,  the 
IC,  DoD,  and  contract  audit  followup  officiala  nay  fomulata  apacial  procadurea 
for  followup  oa  dafactiae  pricing  raporta  of  tba  16,  DoD,  and  tba  GAO. 

C.  DEFIKITIOMS 

Tatva  uaad  in  tbia  Diractiaa  are  defined  in  ancloaura  2. 

D.  POllCT 

1.  Tba  raapoaaibility  for  raaebing  agraanant  with  tba  contractor  in  tba 
contracting  officar’a,  and  ba  or  aba  baa  wide  latitude  and  diacration  in  that 
regard..  Tba  Departnaat  of  Dafanaa  racognizaa,  under  OHB  Circular  A>S0  and  DoO 
loatruetioa  7600.2  (rafaraacea  (b)  and  (d)),  tba  need  for  contracting  officara 


to  (XV*  full  cessxdcratxea  to  ceatrtct  audit  advice  and  to  decuacat  tfee  dis- 
poaitioa  of  audit  recoaacadatxoas.  The  contract  audit  followup  ayatan  a^ll  be 
atructured  in  coaaooaac*  witb  the  iodepeadeat,  d*ciaioa*Mkia(  role  of  the 
contracting  officer  and  the  financial  adwiaory  role  of  the  contract  auditor. 

2.  To  acconaodate  the  varianeea  between  contract  audit  reporta  and  inter* 
aal  audit  reporta,  this  Directive  prescribes  special  guidance  for  contract 
audit  resolution,  disposition,  tracking,  and  followup  status  reporting. 

3.  la  accordance  witb  reference  (b),  the  resolution  and  disposition  of 
all  contract  audit  reports  shall  be  consistent  with  legal  statutes,  regula¬ 
tions,  and  DoO  policy. 

E.  mSPC-SSISIlITIES 

1.  The  Inspector  General,  DoD,  (IC,  OoO)  shall  develop  contract  audit 
follobup  policy,  and  shall  nonitor,  coordinate,  and  evaluate  contract  audit 
followup  systess  in  the  Departaent  of  Defease.  In  discharging  this  responsi¬ 
bility,  the  IG  shall: 

a.  Develop  policy  and  provide  guidance  to  DoD  Coaponeots  on  natters 
covered  under  this  Directive. 

b.  Monitor  and  evaluate  prograa  performance  to  ensure  that  the  DoD 
Coaponents  and  contract  audit  organizations  effectively  carry  out  their  con¬ 
tract  audit  followup  responsibilities  in  accordance  with  this  Directive. 

c.  Identify  cases  or  areas  where  contract  audit  followup  procedures 
can  be  iaproved  and  recoaaend  appropriate  corrective  action  to  the  DoD  Compo¬ 
nent  bead  concerned. 

d.  Provide  periodic  reports  on  the  status  of  DoD  contract  audit 
followup  efforts,  including  those  required  by  OtS  Circular  A-50  (reference 
(b)),  to  the  Secretary  of  Defense. 

2.  The  Secretaries  of  the  Military  Departments  and  the  Directors  ef  the 
Defense  Aiencies  shall: 

a.  Designate  a  contract  audit  followup  official  to  manage  their 
Component's  contract  audit  followup  program. 

b.  Establish  procedures  as  prescribed  by  Federal  Acquisition 
Regulation  (FAR)  13.S07  (reference  (*)),  whereby  contracting  officers  shall 
fully  consider  contract  audit  advice  is  the  course  of  determining  prr- 
negotiation  positions  that  are  subject  to  DoD  Component  review  and  clearance 
processes. 


c.  Direct  periodic  evaluations  of  their  Component's  followup  systems 
to  determine  whether  the  systems  are  adequate  and  result  in  timely,  appropriate 
resolution  and  disposition  of  audit  reports. 

d.  Ensure  that  performance  appraisala  of  appropriate  acquisition 
officials  reflect  their  effectiveness  is  resolving  and  dispesitiooing  audit 
findings  and  recoMendatiena  in  a  timely  manner,  while  fully  protecting  the 
Covernmest'e  interest. 
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c.  Establish  procedures  for  Minteoance  of  up-to*date  records  oa  all 
applicable  contract  audit  reports  covered  in  section  B- ,  enclosure  4,  of  this 
Directive  froa  receipt  through  disposition.  For  open  reports,  this  includes 
written  milestone  plans  for  resolution  and  disposition  as  required  by  the  Status 
Report  on  Specified  Contract  Audit  Reports,  attachment  1  to  enclosure  3. 

f.  Establish  procedures  to  monitor  and  ensure  the  proper,  timely 
resolution  and  disposition  of  contract  audit  reports. 

|.  Establish  procedures  to  ensure  that  the  DoD  Component's  semiannual 
contract  audit  followup  status  report  is  prepared  and  submitted  to  the  OIC  in 
accordance  with  the  procedures  in  subsection  F.3.,  below,  and  enclosure  3  of 
this  Directive. 

b.  Ensure  that  acquisition  personnel  in  their  Component  are  adequately 
trained  in  the  utilisation  of  contract  audit  reports  and  the  requirements  of 
the  contract  audit  followup  program. 

3.  The  Director,  Defense  Contract  Audit  Aeencv  (DCAA),  and  Heads  of  Other 
Contract  Audit  Orsanisations  shall: 

a.  Provide  timely  and  complete  responses  to  any  contracting  officer 
or  review  official  who  requests  factual  information  or  further  audit  opinions 
regarding  the  audit  issues  under  review. 

b.  Provide  timely  and  complete  support  to  the  Iff  end  any  iatenul 
audit  organization  reviewing  a  DoD  Component's  contract  audit  followiqp  system, 
in  accordance  with  DoO  Instruction  7600.2  (reference  (d)). 

c.  Utilize  the  feedback  provided  by  the  contracting  officials, 
including  final  disposition  and  negotiating  memoranda,  to  analyze  and  improve 
audit  procedures  and  practices. 

d.  Identify  those  contract  audit  reports  that  are  reportable  under 
subsection  F.3.,  below,  to  the  applicable  DoO  Component  at  the  time  of  issuance, 
and  provide  a  summary  record  of  all  such  reports  to  Che  DoO  Components  at  least 
semiannually.  The  record  shall  include  the  activity  address  numbers 
(Appendix  N  of  OFARS  (reference  (f))}  code  for  each  report  issued. 

e.  Forward  all  audit  reports  on  auditor*determined,  final  indirect 
cost  races  to  the  cognizant  administrative  contracting  officer  for  resolution 
when  agreement  cannot  be  reached  with  the  contractor. 

F.  PROCEDURES 


1.  General.  Contracting  officers  and  acquisition  management  officials 
shall  pursue  timely,  proper  resolution  and  disposition  of  contract  audit 
reports.  Resolution  of  contract  audit  reports,  other  than  preawards,  is 
required  by  P.L.  96-304  (reference  (g)),  as  well  as  by  0MB  Circular  A-50 
(reference  lb)),  within  6  months  of  report  issuance.  Disposition  should  take 
place  as  soon  as  possible  after  resolution. 
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2.  Tfclixat  Kequirementt 

a.  All  contract  audit  reports  ate  to  be  tracked;  however,  only  the 
reports  specified  in  paratrapb  F.3a..  below,  are  to  be  reported.  For  preaward 
contract  audits,  specified  in  paratrapb  F.3.b.,  below,  tracking  nay  be  accoa* 
plisbed  using  records  Maintained  in  official  contract  files. 

b.  Individual  procureaenc  or  contract  administration  offices  sball 
track  and  report  tbe  status  of  all  specified  contract  audit  reports  fron  tbe 
date  of  receipt  through  final  disposition.  This  infomation  sball  be  main* 
tained  on  a  current  basis  and  sball  serve  as  tbe  source  docuaent  for  followup 
status  reports.  Although  tbe  audit  organization  shall  identify  reportable 
contract  audits,  tbe  ultinate  decision  resides  with  tbe  procuresent  or 
contract  adaintstration  office.  Audit  reports  sball  be  dropped  fron  tbe 
tracking  systes  in  tbe  reporting  period  following  closure. 

3.  Beportiae  Bequirenents .  The  OoO  acquisition  and  contract  adninistra- 
tion  organizations  sball  Maintain  timely  and  complete  infomation  regarding 
tbe  status  of  reportable  contract  audit  reports  from  tbe  time  the  report  is 
received  through  final  disposition.  For  auditor*detemined  final  indirect  cost 
race  reports,  a  report  is  considered  received  for  followup  tracking  purposes 
when  it  is  received  by  tbe  cognizant  Administrative  Contracting  Officer  (ACO) 
for  resolution  and  disposition. 

a.  Beportable  Audits  include: 

(1)  These  containing  findings  and  recommendations,  wbetber  or  net 
tbe  findings  are  qualified,  covering  estimating  system  surveys,  accounting 
system  reviews,  defective  pricing  reviews,  cost  accounting  standards  (CAS) 
noncompliance  issues,  including  CAS  disclosure  statements  if  they  contain 
noncompliance  issues. 

(2)  Those  covering  internal  controls,  operations  audita,  incurred 
costs,  settlement  of  final  indirect  cost  races,  final  pricing  submissions, 
temination  settlement  proposals,  equitable  adjustment  claims,  hardship 
claims,  and  escalation  claims,  if  reported  costs  or  rates  questioned  or 
qualified  equal  $100,000  or  mere. 

(3)  These  final  indirect  cost  rates  where  the  auditor  cannot 
reach  an  agteesent  with  the  contractor  and  forwards  the  audit  report  to  the 
cognizant  ACO  for  final  decision. 

b.  Bctreportable  Audits.  Reports  covering  preaward  proposals;  forward 
pricing  labor,  overhead,  an^  other  advance  rate  proposals;  progress  payments; 
preaward  surveys;  proposals  for  change  orders  or  modifications;  assist  audits; 
and  closing  statements  are  not  to  be  reported.  Should  such  audits  contain 
reportable  finiiogs  and  reconmeadatiens,  they  are  not  to  be  treated  as  a 
reportable  report;  however,  if  deemed  appropriate,  the  contracting  officer 
should  request  the  OCAA  to  issue  a  separate  audit  report  addressing  tbe  report¬ 
able  issues  in  detail.  Reports  containing  only  positive  findings  and  recom¬ 
mendations,  such  as  recommcading  that  a  contractor’s  proposed  cost  accounting 
standards  change  be  approved,  arc  not  to  be  reported.  Any  interim  report  that 
will  be  incorporated  into  a  future  report  sball  not  be  reported,  final  indirect 
cost  audits  tbat  arc  auditor-detemined  arc  not  to  be  reported  if  the  auditor 

is  successful  in  reaching  an  agreement  on  tbe  rate(t)  with  tbe  contractor. 
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c.  The  DCAA  shall  provide  Co  Che  .filitary  Oepartaeocs  aad  the  Defense 
lo|isties  A|eacy  (OU)  littioft  of  all  reportable  eoatract  audit  reports 
issued  duriaf  the  d-aoatb  periods  eadiag  February  28  aad  August  31.  Such  data 
shall  be  furaished  aot  later  tbaa  21  days  after  the  close  of  each  period. 

d.  Tbe  DoO  Coapoaeats  shall  subait  reports  oa  the  status  of  report* 
able  eoatract  audits  seaiaaaually  to  the  IG,  DoO,  withia  30  caleadar  days  of 
tbe  ead  of  tbe  g*aootb  periods  eadiag  March  31  aad  Septeaber  30.  The  required 
foraats  are  oa  attachaeats  1  aad  2  to  eaclosure  3.  These  reports  shall  iaclude 
tbe  followiag  data: 

(1)  For  open  reports.  The  report  auaber,  report  date,  coatractor 
aaae,  type  of  audxt,  costs  questioaed  or  cost  avoidaace,  Aned  Services  Board 
of  Cootraci  Appeals  (ASBCA)  docket  ouaber  (U.S.  Claias  Court  case  auaber)  vhea 
the  report  is  io  litigatioo,  date  of  request  by  aa  iovestigative  agency  for 
deferral  of  actioa  on  a  report  (when  applicable),  whether  the  report  is 
resolved  or  unresolved,  resolution  target  date,  aad  disposition  target  date 
(attaebaent  1.  enclosure  3). 

(2)  For  reports  closed  durine  tbe  reportias  period.  The  report 
number,  report  date,  coatractor  aaae,  type  of  audit,  date  of  disposition,  costs 
questioned  or  potential  cost  avoidaace,  aad  costs  questioned  or  avoidance  sus¬ 
tained.  Costs  questioned  and  sustained  shall  be  reported  as  zero  when  a  report 
is  superseded,  replaced,  or  incorporated  into  a  new  report.  In  such  cases,  the 
Date  of  Disposition  coluan  should  show  the  new  report  auaber  with  the  date  of 
the  new  report  (attaebaent  2,  enclosure  3)> 

4.  Kesolutiott  of  Coatract  Audit  Reports 

a.  The  DoD  Coapoaent  procedures  for  docuaeatisg  sad  reviewing 
proposed  prenegotiation  objectives  shall  provide  tbe  independent  review  for 
internal  control  purposes  prescribed  by  <XQl  Circular  A-SO  (reference  (b)). 

For  aost  contract  audits  reports,  the  contracting  officer  should  obtain 
coatractor  cooBenta,  and  such  technical  advice  deeaed  necessary,  prior  to 
foraulatiag  a  prenegotiacioo  position.  Tbe  additional  infotaation  shall  bn 
shared  with  the  auditor,  as  appropriate.  If  additional  audit  effort  is 
required  because  of  data  presented  by  tbe  contractor,  the  contracting  officer 
shall  promptly  request  such  a  review,  and  the  audit  organization  shall  give 
priority  to  providing  the  necessary  additional  audit  support.  If  no 
additional  audit  effort  is  deened  necessary,  the  contracting  officer  shall 
comouaicatc  with  the  auditor  on  the  proposed  disposition,  as  necessary,  to 
reach  a  fully  infomed  decision.  In  documenting  hit  or  her  prenegotiation 
position,  the  contracting  officer  should  indicate  whether  the  audit 
reconnendatioas  were  accepted  or,  if  aot,  whether  the  auditor  has  revised 
then.  When  the  contracting  officer  disagrees  with  the  audit  position,  the 
contracting  officer's  prenegotiatioa  documentation  should  include  the 
rationale  for  not  accepting  the  audit  advice.  The  post-aegotiatien 
dorumcatation  should  include  a  summary  of  the  field  pricing  report 
reconmendatioes  and  tbe  reasons  for  any  pertinent  variances  from  those 
reconmendations. 
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b.  For  •uditer*4cccratacd  i0tfxr»ct  co«t  r«te«,  the  auditor  tbaXI 
•««k  •(reeacat  wxth  the  coatractor  upoo  coaptetiea  of  the  audit.  If  atraesoat 
is  reached,  the  contractor  aad  auditor  execute  a  writtea  uaderstaadiag  aettiag 
forth  the  fiaal  rates.  If  s|rce*eBt  is  aot  reached,  the  auditor  shall  issue  a 
aotice  of  costs  suspeaded  aad/or  disapproved,  aad  advise  the  coatractor  of  its 
right  to  subait  a  data  to  the  ACO  for  any  disapproved  costs.  If  the 
contractor  subaits  a  writtea  objeetioo  to  the  ACO,  the  ACO  nay  conauaicate 
further  with  the  coatractor  in  order  to  reach  aa  agrecacat.  If  the  ACO 
disagrees  with  the  audit  rccoaaeodacioas,  he/she  coaplies  with  the  procedures 
prescribed  by  his/her  OeO  Coapoaeot  for  decuaeotatioo  aad  review  prior  to 
dispositioa.  If  the  ACO  agrees  with  the  audit  recoaaeBdatioas ,  he/she  issues 
a  final  decision,  after  coaplyiag  with  the  procedures  prescribed  by  his/her 
DoD  Coaponeat  for  docuacntatioa  aad  review. 

5.  Wotificatioa  of  fir.al  Disgosition  of  Contract  Audit  Kegorts 

a.  Explicit  aad  tiaely  docuacntatioa  aad  feedback  oe  the  fiaal 
dispositioa  of  audit  reports  arc  essential.  Therefore,  the  coatractiag 
officer  shall  proaptly  prepare  a  aeaoraadua  covering  the  dispositioa  of  all 
reports.  The  aeaoraadua  shall  discuss  the  dispositioa  of  all  recoaacadatioas 
aad  questioned  and/or  qualified  aaouats,  including  the  underlying  rationale 
for  such  dispositions.  A  copy  of  the  aeaoraadua  shall  be  provided  to  the 
cognizant  contract  auditor  before  a  report  aay  be  closed. 

b.  Existing  feedback  aechanisas,  such  as  a  price  aegotiatioa 
aeaoraadua,  OAR  3*811(a)  (refereacc  (h)),  DEARS  IS. >08  (reference  (f)),  aad 
FAR  1S.808  (a)  (refereacc  (e)),  or  a  writtea  overhead  negotiatieo  aeaoraadua, 
OAR  3>70S(b)(S)  (refereacc  (h)},  OFARS  42.706  (reference  (f))  aad  FAR 
42*70S*l(b)(S}  (reference  (c))  should  be  used,  whea  applicable.  For  all  other 
actions,  a  siailar  docuaeat  shall  be  prepared.  To  ensure  that  the  final 
dispositioa  of  all  audit  reports  is  properly  accounted  for,  the  procureaeat  or 
adainistrativc  contracting  officer  shall  notify  the  cognizant  audit  office  in 
writing  of  the  cancellation  of  any  acquisition  action  aad  of  aay  unsuccessful 
offerors  aot  receiving  sward  of  the  contract  or  grant  for  which  an  audit 
report  was  issued. 

6.  Recovery  of  Fuads.  Policies  regarding  the  DoD  credit  asnageacat  sad 
debt  collcctiac  progran  arc  contained  in  the  DoD  Directive  7045.13  (reference 
(i)).  Appendix  E  of  the  DAR  (reference  (h)),  OFARS  32.6  (reference  (f))  aad 
FAR  32.6  (reference  (c))  for  contract  debts.  Any  anouat  due  the  Covemaest  os 
a  result  of  a  cootracc  audit  is  to  be  deteraiacd  by  the  coatractiag  officer 
negotiating  a  scttleoeat  with  the  coatractor  or  by  the  contracting  officer 
issuing  a  unilateral  decision  when  aegotiatioas  prove  fruitless.  Upon  cooplc- 
tioa  of  eitiwr  action,  a  proopt  deasad  for  payaeat  in  writing  should  be  aadc 
by  the  coatractiag  officer  citing  the  saouat  due  with  a  copy  of  the  dcaaad 
provided  to  the  payaeat  office  cited  in  the  contract.  The  daaaad  should 
include  notice  that  aay  aaouat  not  paid  within  30  days  froa  the  data  of  the 
denand  shall  accrue  interest  froa  the  dace  of  the  daaaad  at  the  prevailing 
Treasury  Rate  (Parts  32  of  FAR  aad  DEARS  (refereaces  (e)  sad  (f)})  provide 
specific  instructions  for  deaand  notices).  Ceaeral  ledger  accounts  for 
recording  accounts  receivable  and  collections  are  detailed  in  Chapter  33  aad 
Appendix  I  of  DoD  7220. S-H  (refereace  (j)}. 
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7.  Coordinition  with  Other  AKenciet.  Tbe  cegnizant  ceotractlng  office 
respoosiblc  for  actiag  on  contract  audit  reports  that  affect  contracts  of 
other  Covemeat  Agencies  shall  infers  affected  organizations  of  such  actions. 

c.  IWroiWATlOK  ICEQlimL*^^ 

The  reporting  requireaents  of  this  Directive  have  been  assigned  Report 
Control  Symbol  DD-1C(SA)1S80. 

H.  tmCTIVE  PAH  AKD  IHRIXMEMTATIOK 

This  Directive  is  effective  iasediately.  Torvard  one  copy  of  iapleaenting 
docuaents  to  the  Inspector  General,  Department  of  Defense,  within  120  days. 


William  H.  Taft,  IV 
Deputy  Socretazy  of 


Oaf ansa 


Enclosures  •  4 
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Resolution,  Disposition,  an^  Notification  Requireaents 
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KEFIRENCES.  cootipued 

(•)  Federal  Acquisitiea  Re|ulatiea  (FAR) 

(f)  OoD  FAR  SuppleMfit  (DFARS) 

(g)  Public  law  96-306,  "Suppleacatal  Appropriatieas  aad  Reeciisieas  Act  of 
1910,'*  July  I.  1910 

(b)  Defease  Acquisition  Regulatioa  (DAR) 

(i)  DoO  Directive  706S.13,  "DoO  Credit  MaoageMat  aad  Debt  Collectioa 
Progras,”  October  31,  1916 

(j)  DoO  7220. 9-!l,  ‘*Departaeat  of  Defease  Accouatiag  Haoual,"  October  1983, 
autborited  by  DoO  lastructioa  7220.9,  October  22,  1981 
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DEFINITIONS 

1.  A4vert«  Opinion  Report.  Aa  audit  report  ceataiaiot  the  ftateacat  that  the 
eoatractor'f  propoaal  ia  aot  acceptable  aa  a  haaia  for  aegotiatioa  of  a  price. 

2.  Cloaed  Audit  Keport.  Aa  audit  report  that  baa  beea  diapoaitioaed  bp  the 
coatractiag  officer  aad  cloaed  for  followup  trackiag  purpoaea.  See  the  defiai> 
tioa  for  Diapoaitioa  of  Coatract  Audit  Neporta  at  7,  below. 

3.  Coatract  Audit  Keport.  The  coatract  auditor'a  writtea  advice  to  a  coatrac- 
tio|  officer  advocatiag  apecific  actioa  oa  the  part  of  the  coatractiag  officer 
or  coatractor  acd/or  iacludiai  highly  qualified  or  adverae  opiaioa  iaforaatioa. 
Aa  audit  report  could  ioclude  aaouata  queatioaed  or  diaapproved,  ciccptioaa  to 
a  coatractor's  ayatea  or  operattoaa  (uaually  expreaaed  io  terM  of  coat  avoid* 
aacc),  recoMeaded  price  adjuataeata,  or  aotificatioa  of  a  coatractor'a  aoa* 
coapliaoca  with  coat  accouatiag  ataadarda. 

6.  Coata  Queatioaed.  a.  The  aaouat  queatioaed  ia  the  audit  report  that  the 
reportiag  coatractiog  officer  or  auditor  baa  reapoaaibility  aad  authority  to 
diapoaitioa.  Audit  reporta  oa  fiaal  iadirect  coat  ratea  (overhead)  will 
typically  have  coata  queatiooed  relatiag  to  corporate  allocatioaa  aad  coata 
queatioaed  relatiag  to  diviaioaal  expeaaea.  The  diviaioaal  ACO  ahould  liat 
oaly  the  aaouat  queatiooed  pertaiaiag  to  diviaioa  expeaaea  which  he  or  ahe  it 
retpoatible  for  aegotiatiag,  aad  the  corporate  ACO  ahould  be  reportiag  the 
cotta  queatiooed  at  the  corporate  level  which  he  or  the  it  retpoatible  for 
aegotiatiag.  Each  eeotractiag  officer  ahould  litt  the  total  aaouat  queatioaed 
tubject  to  aegotiatioo  AT  TBAT  LEVEL .  regardleta  of  coatract  aix  or  pereeatage 
of  couaercial  butiaeta.  b.  All  coata  tet  atide  aa  "uatupported,”  qualified 
aod/or  advene  opiaioa  aaouata  ualett  tuch  aaouata  are  ditclaiaed  by  the 
auditor  becaute  of  requeated  aaaiat  audita  or  aeed  for  techaical  evaluatioa. 
Such  aaouata  are  aot  to  be  reported  by  the  coatractiog  officer  uatil  the 
aaaiat  audit  aad.^or  techaical  evaluatioa  ia  iacorporated  by  a  aupplcaeotal 
report.  At  tiae  of  receipt,  the  aaouat  queatioaed  aad  the  report  date  ahall 
be  reviaed  for  correctioa  ia  the  text  aeaiaaaual  report,  c.  Coata  aoaetized 
aa  a  reault  of  a  techaical  evaluatioa  that  are  INCORFOKATED  iato  the  audit 
report. 

5.  Cotta  Queatioaed  Suataiaed.  That  portioa  of  cotta  queatiooed  aod/or 
qualified  ^  the  auditor  upheld  at  a  reault  of  actioaa  tafcea  by  either  the 
coatractor  or  the  coatractiog  officer. 

6.  Biaclaiaed  Opiaioa  Keoort.  Aay  audit  deayiag  the  validity  of  a  propoaal 
whoa  the  acope  of  audit  waa  ao  reatricted  that  aa  audit  opiaioa  caoaot  be 
Juetified. 

7.  Diapoaitioa  of  Coatnet  Audit  Keoorta.  Coatract  audit  report  diapoaitioa 
it  achieved  whee:  a^  The  coatractor  iapleaeota  the  audit  recooaeadatioaa  or 
the  coatractiog  officer't  deciaioa;  or  b.  The  coatractiog  officer  oegotiatet 
a  aettleaeat  with  the  coatractor  aad  a  cootractual  docuaeat  baa  beea  executed; 
or  c.  The  coatractiag  officer  iaauet  a  fiaal  deciaioa  purauaat  to  the 
Diaptttea  Clauae,  aad  90  days  elapae  without  coatractor  appeal  to  the  Araed 
Servicca  Board  of  Coatract  Appeala  (ASBCA).  Should  the  coatractor  appeal  to 
the  Claias  Court  withia  the  12  ooatha  after  fiaal  deciaioa,  the  audit  ouat  be 
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rciast*t.«d  ••  an  op«a  rtpert  ia  liti|atloo;  ar  4.  A  decitiea  bat  been  rendered 
oa  aa  appeal  aade  ta  tbc  ASBCA  ar  U.S.  Claiss  Caurt  aad  any  earreetave  actlaaa 
directed  by  tbe  laard  ar  Caurt  have  beea  eeaplcted  and  a  caatractual  dacuaeat 
bat  beea  executed;  ar  c.  Audit  reparti  have  beea  auperteded  by,  ar  iacarpa* 
rated  iata,  a  tubtequeat  repart;  ar  i.  Aay  carrectivc  actioat  deeaed  aecetsaty 
by  tbe  caatractiai  afficer  have  beea  takca,  aa  that  aa  further  actiaaa  can  be 
reataaably  aaticipated. 

Ia  tbe  cate  af  divisional  averbead  audit  reports,  sueb  reports  aay  be 
caasidered  ditpoaitioaed  wben  tbe  caatractiai  officer  bat  ne|otiated  all  local 
ittues  with  tbe  caatractor  aad  a  written  agreeaeat  detailing  tbe  retultt  of  tbe 
negotiatioat  bat  beea  signed  by  both  tbe  contracting  officer  aad  tbe  can* 
tractor  and  distribution  bas  been  aade  to  DCAA.  A  cost  accauatiag  standard 
aoncoapliance  report  it  dispotitioned  wbea  tbe  audit  report  oa  tbe  related 
cost  iapact  ttateaeat  it  received  by  the  contracting  officer,  when  required. 

8.  Hithly  Qualified  Opinion  Keport.  Qualified  audit  reports  vary  according 
to  circuattaaces ,  but  typically  indicate  a  significant  inadequacy  in  tbe  cost 
ar  pricing  data,  denial  af  access  to  records,  ar  aoncoapliance  with  cast 
accounting  standards  ar  acquisition  regulation.  For  tbe  purposes  af  followup 
coverage  under  tbit  Directive,  tbe  audit  report  autt  specifically  say  that  tbe 
results  af  audit  are  HIGHLY  qualified; 

9.  litifatioa.  Aa  audit  report  is  considered  to  be  in  litigation  any  tiae  aa 
appeal  bat  beea  filed  with  tbc  ASBCA  or  any  court  concerning  aa  audit  recoa* 
acadatioa  aad/or  qualification  identified  ia  tbc  audit  report  for  a  tpecifie 
contractor.  Aa  audit  report  it  alto  ia  litigation  whenever  tbe  Govemaeat 
appeals  a  decision  of  tbc  ASBCA  or  U.S.  Claias  Court,  or  there  it  other  ongoing 
Judicial  action  as  a  result  of  a  contract  audit. 

10.  Open  Audit  Report.  Aa  audit  report  that  bat  not  been  dispotitioned. 

11.  Overaied.  Aa  audit  report  that  bat  sot  been  dispesitiooed  and  is  over  12 
aontbs  old  (froa  date  of  issuance)  oa  tbe  "as  of  date  of  tbe  status  report. 

12.  Kesolution.  a.  For  reportable  audits,  tbc  point  at  which  tbc  auditor 
and  tbe  contracting  officer  agree  oa  tbe  action  to  be  taken  oa  audit  report 
findings  aad  rccoaacadatioas  and/or  qualifications;  or,  ia  the  event  of  dis* 
agrecaent,  when  tbc  contracting  officer  deteraincs  a  course  of  action  after 
following  tbe  DoD  Coapoaent  prenegotiatioa  docuacatatioa  and  review  procedures. 
Resolution  oust  be  supported  by  specific  written  docuacatatioa  ia  tbc  file.  b. 
In  tbc  case  of  auditor*detctaiacd  final  indirect  cost  rates,  resolution  is 
achieved  when  aa  sgreeaeat  is  reached  between  tbc  auditor  sad  tbe  contractor, 
or  wbea  sgreeaeat  cannot  be  reached,  a  decision  is  rendered  by  tbc  cognizant 
AGO  after  obtaining  additional  review,  if  required,  c.  For  preaward  audits, 
tbe  point  at  which  agrcaacat  is  reached,  a  pressed  aegotiatios  objective  it 
aodified  during  review,  a  contract  price  negotiated,  or  proposed  award  can* 
cclcd,  whichever  occurs  first. 


2-2 


53 


F«b  12.  88 
7640.2  (End  3) 


rottowup  STATUS  tewm 
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A.  Tb«  reports  tbsll  prevido  cAc  iafotaatioo  dotsiled  it  psragrspA  f.3.d.  of 
this  Diroctivo.  All  listed  reports  shell  be  tracked  aod  reported  through 
final  ditpositioa. 

B.  Each  acquisition  and  contract  adninistratioa  contract  audit  followup 
official  shall  subait  a  senisnaual  status  report  in  the  attached  foraat. 
Stmary  reports  for  OoO  Coaponents  shall  be  subaitted  to  the  IC.  The  reports 
shall  cover  the  seaiaaaual  periods  ending  Kerch  31  and  Septeaber  30  and  shall 
be  subaitted  within  30  calendar  days  after  the  ead  of  the  period.  Iteas  shall 
be  renoved  froa  the  tracking  and  reporting  systta  in  the  period  following  that 
in  which  they  appeared  on  the  status  report  as  being  closed. 

C.  Each  reporting  activity  shall  cite  the  appropriate  activity  address  nuaber 
on  the  line  requiring  DoD  Coaponent.  The  activity  address  nuabers  arc  listed 
in  Appendix  N  of  OAR  (reference  (g)).  Activities  not  assigacd  a  nuaber  shall 
report  by  organization  and  address.  Coaponeats  reporting  via  an  autoaated 
systen  aay  satisfy  this  rcquircacnt  using  their  own  location  codes  as  long  as 
an  explanation  is  furnished  with  the  subaission. 

Attachaents  •  3 

1.  Status  Report  on  Specified  Contract  Audit  Reports**Opcn  Reports 

2.  Status  Report  on  Specified  Contract  Audit  Rcperts**Reports  Closed  During 
Period 

3.  Codes  for  Type  of  Audit 
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_(o«fi(vs)9i-aa 

siiMiaii  iioiiv  uvuiitus  iiii jijms  no  xmmm  siuvis 


I 


Ftb  12.  aa 

76*0.2  (End  3) 


Codt 


Type  of  Audit 


A 

B 

C* 

D 

E 

F* 

G* 

K* 

I* 

J* 

IC* 

L* 

It* 


Ettiaatiai  Systaa  Survey 

Accouatiog  Syttca  Review 

laterael  Coatral  Review 

Defective  Priciag  Review 

Cost  Accouatiag  Standards 
Roocoaipl  lance 

Operations  Audit 

Incurred  Costs 

Settleeeat  of  Final  Indirect 
Cost  Rate 

Final  Pricing 

Teivinations 

Equitable  Adjusuaent  Claias 
Hardship  Claias 
Escalation  Claias 


*Reportcd  costs  or  rates  questioned  and/or  qualified  aust  equal  $100,000  or  aore. 
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Ftb  12.  88 

7640.2  (tncX  6) 


C0K7HACT  AUDIT  REPORTS  SUBJECT  TO  THACXIMC.  KEPORTINC. 

8ES0LUT10W.  DISPOSITIOK  AW)  ftOTiriCATIOW  feOUIREMUrfS 

A.  Reports  Subject  to  Trickiat 

All  contract  audit  reports.  (For  preaward  contract  audits,  includins 
ebanse  order  proposals,  trackin8  aay  b*  accoaplisbed  using  records  swintained 
in  official  contract  files.) 

B.  Reports  Subject  to  Tracking  and  Keportint  Requireaents  of  Subsections  T.2. 
and  t.3..  Baste  Directive: 

1.  All  contract  audit  reports  with  findings  and  reconaendations  address* 

ing: 

a.  Estiaating  system  surveys 

b.  Accounting  system  reviews 
e.  Defective  pricing  reviews 

d.  Cost  accounting  standards  nonco^liancc  reviesn 

2.  Reports  that  have  findings,  recoanendations ,  and  costs  questioned 
and/or  qualified  of  $100,000  or  aorc,  and  that  address: 

a.  Incurred  costs 

b.  Settleaent  of  indirect  cost  rates 

c.  Final  pricing  subaissions 

d.  Teraination  settleaent  proposals 

e.  Equitable  adjustaent  claims 

f.  Hardship  claims 

g.  Escalation  claims 
b.  Internal  controls 
i.  Operations  reviews 

3.  All  auditor*deterained,  final  indirect  cost  rate  disputes  that  are 
forwarded  to  the  cognizant  ACO  for  decision. 

C.  Reports  Subject  to  Resolution 
All  contract  audit  reports. 
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Appendix  B; 


Semi-annual  Reports ,  FY  1987 
Closed  Cases 
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TIVE  PRICING  CASES  AT  AERCNAUTICAL  SYSTEMS  DIVISION 
ED  DURING  FY  1987  (1  OCTOBER  1986  -  30  SEPTEMBER  1987) 
(USING  INITIAL  AUDIT  DATE  AND  COST  QUESTIONED) 


Appendix  C;  Defective  Pricing  Cases  Analyzed 
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Appendix  D;  Wage  Rates  for  Civilian  Employees 
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The  Truth  in  Negotiations  Act  of  1962  was  created  to 
assure  that  the  government  obtains  a  fair  and  reasonable 
price  for  the  goods  and  services  it  purchases  by  requiring 
contractors,  in  certain  circumstances,  to  provide  current, 
accurate,  and  complete  cost  or  pricing  data  with  which  the 
government  can  establish  a  negotiation  position.  Failure  to 
comply  with  the  law  normally  constitutes  defective  pricing 
which  entitles  the  government  to  a  dollar  for  dollar 
reduction  in  the  contract  price  based  on  the  defective 
amount.  One  of  the  stipulations  of  the  law  is  that  the 
amount  determined  to  be  defective  must  have  caused  a 
significant  increase  in  the  contract  price  although  the  term 
"significant"  has  yet  to  be  clearly  defined.  The  issue  of 
significance  in  defective  pricing  audits  is  the  subject  of 
this  research.  The  objective  was  to  demonstrate  that 
significance  should  be  viewed  in  terms  of  the  value  of  the 
contract  action  being  audited  and  that  allegations  of  a  small 
dollar  value  should  not  be  issued  because  they  detract  from 
the  overall  effectiveness  of  the  defective  pricing  program. 

To  substantiate  that,  manpower  costs  were  developed 
using  manhour  estimates  for  the  activities  involved  in  the 
process:  audit,  analysis  and  negotiation,  and  legal  review. 
The  results  of  the  study  showed  that  the  contract  value  of 
the  action  being  audited  impacted  the  amount  of  time  it  took 
to  settle  a  case  and  that  the  value  of  the  allegation  itself 
had  little  to  do  with  the  processing  time. 

In  an  environment  of  limited  manpower  resources ,  it  is 
important  to  make  effective  use  of  those  resources  by 
maximizing  the  potential  return  on  the  time  and  effort 
expended.  The  information  contained  in  this  study  will 
enable  a  contracting  officer  to  make  a  more  informed  decision 
about  whether  a  particular  defective  pricing  audit  should  be 
pursued . 
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